
AD-AO89 815 ARMY PROCUREMENT RESEARCH OFFICE FORT LEE VA F/f 15/5
DETECTION AND AVOIDANCE OF CONTRACTOR DEFAULTS. CU)
AUG 80 D D KNITTLE, 0 M CARR

UNCLASSIFIED APRO-808.2 flfI lflfflfllflfflf
EIIIIIIIIIIIIl
IIIIIIIIIIIIIl
EIIIIIIIIIIIIl
mIIhlllllllllu
EEEIIIIIIIIIIE



11i 11 .0 LI8 _L.5

IIII

MICROCOPY RLSOLUIION IfSI CHART

NA I IN'N , F 0,A : 1: .1A



APRO 808

FINAL

DETECTION AND AVOIDANCE

OF
00 CONTRACTOR DEFAULTS

AUGUST 1980

.Approved for Public Release; Distribution Unlimited

(APRO

MJ' AM~ Ro EMY R OFFKEqqZ

U.S. ARMY LISISTICS MANAGEMENT CENTER: ~fell LEE, VIRG~INIA 21111.

80 9 29 163



DEPARTMENT OF THE ARMY
UNITED STATES ARMY LOGISTICS MANAGEMENT CENTER

FORT LEE. VIRGINIA ZSOI

DRXMC-PRO 25 September 1980

SUBJECT: Army Procurement Research Office Report APRO 808, Detection
and Avoidance of Contractor Defaults

SEE DISTRIBUTION

Inclosed is a copy of subject report for your use. This study identifies
indicators of impending defaults and contain recommendations on improved
methodology for default detection. Procurement offices may find this
study helpful in identifying acquisitions that have potential default
problems and ways to resolve or minimize such problems.

FOR THE COMMANDANT:

I Incl PAUL F. ARVIS, Ph.D.
as Director, US Army

Procurement Research Office

IL

..



25 September 1980

DISTRIBUTION LIST

FOR APRO FINAL REPORTS

Chairman, Defense Acquisition Research Council
ASA(RD&A), ATTN: Deputy for Acquisition
Office of Federal Procurement Policy
Defense Systems Mgt College, ATTN: Dir, Acquisition Research
Commanders

USA Mat Dev & Readiness Command, ATTN: DRCPP-SP
USA Armament Research & Development Command, ATTN: DRDAR-PRC
USA Armament Materiel Readiness Command, ATTN: DRSAR-PP
USA Aviation Research & Development Command, ATTN: DRDAV-PCP
USA Communications & Electronics Materiel Readiness Command,
ATTN: DRSEL-PP-P-PP

USA Communications Research & Development Command, ATTN: DRDCO-PC
USA Electronics Research & Development Command, ATTN: DRDEL-AQ
USA Missile Command, ATTN: DRDMI-I
USA Tank-Automotive Research & Development Command, ATTN: DRCPM-FV-L
USA Tank-Automotive Materiel Readiness Command, ATTN: DRSTA-I
USA Test & Evaluation Command, ATTN: DRSTE-PR
USA Troop Support & Aviation Materiel Readiness Command, ATTN: DRSTS-PB
Air Force Business Research Management Center, ATTN: RDCB
Air Force Contract Management Division, ATTN: AFMCD-RR

Office of Naval Research, Arlington, VA
Ofjice of the Project Manager for Training Devices, ATTN: DRCPM-TND-PP
%gense Documentation Center, ATTN: DDC-TCA, Cameron Station

US Army Library, The Pentagon
Federal Acquisition Institute Library, Washington, DC
Naval Center for Acquisition Research, Monterey, CA

2

; 2

. . .-. .-.,



IAPRO'-P8

FINAL

DETECTION AND AVOIDANCE

OF

CONTRACTOR DEFAULTS

by

Duane D. Knittle

Daniel M./Carr

/ August1 -980

Information and data contained in this document are based on input
available at the time of preparation. Because the results may be
subject to change, this document should not be construed to represent
the official position of the US Army Materiel Development and
Readiness Command unless so stated.

Approved for Public Release; Distribution Unlimited

US ARMY PROCUREMENT RESEARCH OFFICE
US Army Logistics Management Center

Fort Lee, Virginia 23801

ii "



EXECUTIVE SUMMARY

A. BACKGROUND. The "Default" clause provides the Government with the right

to terminate a contract upon the occurance of a performance failure. In

I order to determine if and when exercising this right is in the best interest

of the Government, the contracting officer must have visibility of contractor

performance. Failure to recognize and utilize indicators of performance

difficulties constrains the contracting officer's decision making capabilities

in this regard. This, in turn, may result in lost opportunities to pursue

default terminations.

B. OBJECTIVES. The objectives of this study are to: (1) identify advance

indicators of impending defaults-, and (2) develop an improved methodology

for default detection based on the systematic treatment of such indicators.

C. METHODOLOGY. The methodology employed to achieve these objectives

includes: (1) a review of applicable legal or regulatory material; (2) the

analysis of a broad sample of recent termination actions; and (3) interviews

with individuals in both the contracting and legal disciplines.

D. CONCLUSIONS. Advance indicators of contractor defaults are manifest in

various formis. These indicators can be categorized and incorporated into

a systemt level model of the performance management process. Application of

this model within DARCOM will enhance the contracting officer's ability to

puruse and sustain default terminations in the most timely manner.

E. RECOMMENDATIONS,. (1) Devote increased management attention to default

detection and disposition; (2) Utilize the Prescriptive Model for Performance

Management as a framework for the proper orientation of contracting personnel;



(3) Improve methodologies for identifying apparent "buy-in" offers and

marginally responsible offerors during the source selection process;

(4) Establish a performance milestone tracking system to provide increased

visibility of performance problems; (5) Implement a more objective approach

for the settlement of excess reprocurement costs prior to litigation.
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CHAPTER I

INTRODUCTION

A. BACKGROUND.

The "Default" clause for fixed price contracts provides the Govern-

ment with the right to terminate a contract when faced with certain

contractor performance failures. However, this right may be forfeited if

a contracting officer fails to recognize available indicators of perform-

ance difficulties and to respond to these indicators in a timely and ef-

fective manner. Such failures can lead to undesirable outcomes, such as

the conversion of a default termination to a termination for convenience,

or the relaxation of material performance requirements without adequate

consideration. This ultimately results in the expenditure of scarce funds

without satisfactory benefit to the Government. The prompt identification

and utilization of adverse indicators will improve the contracting officer's

visibility of performance problems as they occur. Improved visibility

will enhance his decision making capabilities, and, by extension, will im-

prove his ability to initiate and sustain termination action when circum-

stances warrant.

In order to frame the discussion of termination for default as it

applies to contracts under the cognizance of the US Army Materiel



Development and Readiness Command (DARCOM), it is first necessary to

compare this concept with breach of contract under the Uniform Commiercial

Code (UCC). While the two are generally analogous, important differences

do exist.

Breach of contract has been defined as the failure of one of the parties,

without legal excuse, to perform any promise which forms the whole or part

of the contract.1  This definition is compatible with the "Default" pro- i

vision set forth in the Defense Acquisition Regulations (DAR). However,

that provision further refines the concept by delineating three specific

contractor failures which constitute default under the purview of the

clause:

(1) Failure to make timely delivery;

(2) Failure to make progress so as to endanger performance; or

(3) Failure to perform any other provision of the contract.

The clause goes on to set forth the remedies available to the Govern-

ment in the event of such a performance failure. First, the Government

may terminate the whole or any part of the contract. Second, the Govern-

ment may have the work completed at no additional cost to itself by repro-

curing the terminated supplies or services against the defaulting con-

tractor's account. Third, the clause reserves the Government's rights and

remedies provided by law or under other provisions of the contract. Finally,

Henry Campbell Black, Blacks Law Dictionary, 4th ed. (St. Paul:
West Publishing Co., 1968), p. 235.
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it provides the contractor with the right to appeal a default termination in

accordance with the "Disputes" clause of the contract.

A question arises as to the need for a special "Default" provision in

Government contracts., In this regard, two important distinctions exist.

First, the clause clearly and concisely defines the rights and remedies

of the parties. More importantly, it provides the Government with the

benefit of limiting the contractor's recovery if the Government improperly

terminates for default. That is, if the contractor can show that a given

default termination was improper, the company does not receive the comm~on

law remedy for buyer's breach. Rather, it obtains a settlement under the

"Termination for Convenience" clause, which prohibits the recovery of

anticipatory profits. 2

Thus it can be seen that the Government has a rather pervasive right

to pursue a termination for default and its attendant remedies. However,

such action may not be in the best interest of the Government. Therefore,

the DAR sets forth various options which are available in lieu of termin-

ation for default. 3  These will be discussed in succeeding chapters. At

this point, suffice to say that the determination as to whether to pursue

default termination is by no means cut and dried. It requires a thorough

analysis of all factual data and available options, and the ultimate

2 Government Contracts Program, Contract Administration (Washington:
National Law Center, The George Washington University, 1976), pp 158-159.

3 DAR 8-602.4.
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decision rests with the informed judgment of the contracting officer. The

subject to be addressed in succeeding chapters of this study is how this

discretion can be exercised in the optimum manner and under the most

favorable conditions.

B. STUDY OBJECTIVES.

The primary objectives of this study are to:

(1) Identify inherent characteristics and/or incipient behavior

of DARCOM contractors which indicate a significant probability of subse-

quent default.

(2) Analyze current procedures for identification of and reaction

to such default indicators, with particular emphasis on actions or in-

actions which may result in lost opportunities to pursue the various con-

tractual remedies alluded to above.

(3) Recommend improvements which would provide increased visibility,

optimize decision criteria, and protect all rights and remedies of the

Government.

(4) Identify ancillary areas for further study.

C. DEFINITIONS.

Actual Default: Classic breach of contract, whereby the contractor

fails to deliver the required supplies or to perform the required services

within the time specified in the contractual document.

Expectant Default: Expected breach of contract whereby the contractor

so fails to make progress as to endanger performance within the time

specified.

4



Contract Strategy Formulation: The analysis of the requirements re-

flected in the procurement work directive in light of the present business H

environment, and the selection of a strategy designed to meet those require-

ments by establishing a contractual interface with the private sector. V
Source Selection: The systematic evaluation of those acceptable offers

received in response to a solicitation in order to identify the most ad-

vantageous alternative, and to verify the apparent ability of the firm

offering that alternative to satisfactorily perform the contractual

requirements.

Contract Management Application: The development of a Government sur-

veillance and management plan, commensurate in detail with the criticality

and probability of a performance failure as indicated at a given point in

time. In this context, the terminology encompasses a broader set of func-

tions than those normally associated with contract administration as per-

formed by the Defense Contract Administration Services.

Default Disposition: The determination of the proper course of action

to be pursued when confronted by an actual or expected performance failure.

Reprocurement Action: The acquisition of supplies or services sub-

stantially similar to those terminated in a manner which mitigates (i.e.,

minimizes) any damages to the defaulting contractor, and the assessment of

any excess costs against that contractor's account.

D. SCOPE.

This study is primarily concerned with improving the ability of DARCOM

contracting officers to recognize and utilize advance indicators of con-

tractor default. It was initially assumed that such indicators would

5



surface only during contract performance. However, as research progressed,

it became apparent that indicators of both the likelihood and mission

impact of a subsequent default may also be present during the pre-award phases

of a given action. Consequently, the scope of the project has been expanded to

encompass a comprehensive examination of the entire acquisition process

as it relates to default detection. A Prescriptive Model for Performance

Management was ultimately developed in the context of five key decision

points which are time phased throughout the acquisition cycle. Succeeding

chapters systematically analyze the iterative decision making process

which is reflected by this model.

It must be emphasized that the decision as to whether or not to

exercise the contractual right to terminate for default ultimately be

based on sound judgment. The contracting officer's exercise of discretion

in this regard will be influenced by many considerations and constraints,

depending on the situation at hand. Therefore, it is not the purpose of

this report to precribe a rigid course of action for universal application.

Rather, it is intended to present a new methodology which will provide

increased visibility in a more timely manner. Application of this

methodology during various phases of the acquisition cycle will result in

two primary benefits to the Army.

The most significant benefit to be derived is the ability to pursue

and sustain terminations for failure to make progress. Contractual

delivery schedules are assumed to reflect a legitimate need of the

6



requiring activity in fulfilling its assigned mission. By extension, it

is also assumed that the failure of any contractor to perform within the

time specified has the potential to impair mission capabilities to some

degree. Recognition of the existence of a foregone failure and pursuit of

a default termination in advance of actual delivery slippage will minimize

the duration of mission impairment by expediting reprocurement action.

A second benefit which will result from application of this methodology

is the avoidance of waiver in pursuing terminations for failure to make

timely delivery. As will be discussed in subsequent sections, the Govern-

ment has a heavy burden of proof in sustaining a termination for failure

to make progress. For this and other reasons, pursuit of an expectant de-

fault termination may not be feasible. If it is determined to defer action

until a delivery failure occurs, the Government must be in a position to

act within a reasonable period in order to avoid waiving its rights and

remedies. Increased visibility during performance will provide for im-

proved contingency planning and the ability to effect a default termina-

tion prior to occurrence of waiver.

As a final consideration in defining the scope of this study, it was

decided to concentrate on the categories of expectant and actual default.

While this constraint was not originally intended, these categories en-

compassed 58 of the 59 default terminations reviewed in the course of this

research. Only one contract in the data base was terminated for failure to

perform any other provision of the contract (in that case, failure to correct

defects pursuant to the "Inspection" clause). However, the contracting

7



officer should be aware that there are numerous Standard DAR Provisions

which explicitly provide for default termination. Examples include "Equal

Opportunity Clause,""Covenant Against Contingent Fees," "Gratuities," and

"First Article Approval." Furthermore, the right to terminate for default

is implied in various other contract provisions. With regard to the

treatment of such defaults, the procedures to be followed are the same

as those required for expectant default.

E. METHODOLOGY.

Research for this study began with a thorough review of appropriate

legal and regulatory material. Current literature in the subject area

was also surveyed. While this effort provided valuable background

knowledge, it was apparent that any substa,,tive conclusions would have to

be based on the analysis of actual termination actions. The methodology

employed to identify such recently completed actions is detailed in suc-

ceeding paragraphs. In summary, a total of 59 default terminations, 23

convenience terminations and 13 no cost cancellations were ultimately

reviewed. In addition, 52 individuals representing the procurement, legal

and contract administration elements within DARCOM, the Department of the

Army, Contract Appeals Division and the Defense Contract Administration

Services (DCAS) were interviewed. This effort supplemented the case

history analysis with a broad perspective of personal and organizational

views of needed improvements.
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With regard to establishing the data base of termination actions,

it was determined at the onset to impose three constraints on candidates

for review. First, in view of the fact that termination for default is

a rare occurrence in cost reimbursable contracts, only fixed type

instruments were targeted for review. Second, candidates were limited
5

to actions taken by DARCOM Readiness Commands. This was done on the

theory that those commands have the mission of acquiring fully developed

items which would logically be contracted for on a fixed price basis.

Finally, in order to insure currency of data, only actions which were taken

from Fiscal Year (FY) 77 through the third quarter of FY 79 were considered.

Tlhis is primarily due to the fact that use of a cost reimbursable
contract implies a mutual acknowledgement by the parties that a significant
degree of uncertainty exists as to the outcome. Consequently, no finite
baseline normally exists against which to gauge performance failure. None-
theless, the DAR provides for the possible termination of a cost reimbursable
contract for default in the clause entitled, "Termination" (OAR 7-203(a)).
In the event of such termination, the contractor will be paid its allowable,
allocable and reasonable cost, together with a fee which is proportionate
to the total number of articles or amount of services delivered and
accepted. No reprocurement costs are assessed.

5US Army Armament Materiel Readiness Command (ARRCOrI); US Army
Communication and Electronics Materiel Readiness Command (CERCOM); US
Army Tank-Automotive Materiel Readiness Command (TARCOM); US Army Troop
Support and Aviation Materiel Readiness Command (TSARCOM); and US Army
Missile Materiel Readiness Command (MIRCOM).
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Having thus established the parameters of the desired population, a

computer program was developed to extract contractual actions meeting

those criteria from the DARCOM data bank of Individual Procurement Action

Reports (DD Forms 350). This step provided a listing of "Termination

and Cancellation" actions taken by the Readiness Commands in FY 77 and

78, for a total of 181 initial candidates. Systematic sampling was ap-

plied to the initial candidates of two commands in order to minimize the

administrative burden in the field; candidates from the remaining commands

were included in total. This step reduced the target population to 117

actions. Letters were then generated to the commands which requested that

they refine this raw data by providing the specific type of action taken

(i.e., termination for default, termination for convenience, or no cost

cancellation). The commands were also asked to identify any default term-

inations effected during the current fiscal year. The responses from the

commands revealed seven input errors in the data base, thus reducing the

DD Form 350 sample tol 10 actions. However, an additional 78 actions sur-

faced as a result of command input and on-site research, for a total target

population of 188 contracts.

Given the magnitude of this population, it was apparent that available

personnel might not be able to analyze each action within the allotted
6

time. Therefore, subcategories were prioritized for review as follows:

6
For purposes of this study, a threshold of $100,000 was established

to differentiate between high and low dollar values.

10
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Termination for Default

High Dollar Value

Low Dollar Value

Termination for Convenience

High Dollar Value

Low Dollar Value

No Cost Cancellations

Contract files could not be located for 40 candidates, and time con-

straints precluded review of the remaining 46 actions. Nevertheless, the

95 actions which were reviewed are considered to be representative of

DARCOM termination experience. A review of the DD Form 350 printout in-

dicated that these actions generally parallel the total population with

regard to contract type, contract placement and business size. While only

selected parameters were reflected in the printout, it provided a suitable

vehicle to safeguard against inadvertant sampling bias.

Terminations for default were reviewed in depth to ascertain all rele-

vant characteristics of the action from requirement generation through re-

procurement actiont. Terminations for convenience and no cost cancellations

were reviewed for elements of contractor default and/or Government culpa-

bility. The objective of this effort was to determine the magnitude of

7

It should be noted that all desired data was not available for each
action. For example, 17 notices of default terminations were reviewed in
the Adversary Proceedings Division of the Office of Counsel. These notices
were most helpful in documenting the post-award history of the contract in
question. However, they provided no visibility of pre-award actions, and
time did not permit recalling the contract files. Consequently, certain
ratios presented in succeeding sections are based on varying denominators.
Such instances are documented accordingly.
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lost opportunities to pursue otherwise legitimate default terminations.

Taken as a whole, the data base of termination/cancellation actions,

personnel interviews and literature sources is considered to represent a

comprehensive spectrum of available information.

F. REPORT ORGANIZATION.

Chapter II introduces a Prescriptive Model for Performance Management.

This model was developed during the data analysis phase of this research

by analyzing command experience in conjunction with applicable regulations

and current literature in the subject area. It represents a systematic

methodology for information gathering and decision making at five key

phases of the acquisition cycle. The first section of Chapter 1I presents

abrief overview of the process. Succeeding sections discuss the factors

ofthe cycle. Chapter III examines the Contract Termination Experience of

theDAROMReadiness Commands in the context of this model. Current prac-

tics recompared with prescribed practices, thereby identifying the

short-comings which presently exist. Chapter IV sets forth the conclusions

dran fomthis research. It includes certain recommendations for system

level improvements, as well as recommendations applicable to selected

phases of the process. Finally, opportunities for further study are

identified.

12



CHAPTER JI

PRESCRIPTIVE MODEL FOR PERFORMANCE MANAGEMENT

A. OVERVIEW.

1. The Prescriptive Model.

As research progressed on this project, the need for a structured

view of the relationship which default termnination bears to the entire per-

formance management process became increasingly apparent. Questions arose

such as: When do the root causes of performance failure first arise?

How do they develop? What directions do they take? And how do these di-

verse causes interrelate? Consequently, the term "Performance Management"

is used here in the "macro" sense, encompassing the entire process of

decision making which begins with the receipt of a requirement document and

ends with the completion of any necessary reprocurement action. Five

sequential decision points have been identified that reflect the appropriate

phases of this process for various actions to be taken. Figure I depicts

these decision points in the context of a model which was developed to

satisfy the need for a structured approach to performance management.

The model was derived in part from analysis of the termination exper-

ience data set forth in Chapter III of this report. However, it is presented

at this point in order to establish a frame of reference for interpretation

of the findings that follow. Taken as a whole, the model provides a

13
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systematic view of an iterative process of information qathering and

decision making which places the subject of terminations for default in

the proper management perspective. While certain substantive procedural

changes would be required to fully effect the actions prescribed, every

attempt has been made to utilize available management tools wherever

possible. The model's primary value is to provide the proper orientation

and direction for decision making in performance management.

2. Chapter Organization.

Each succeeding section addresses an individual decision point in

depth, presenting the ideal operation of the model at that phase of the

process. The section on Default Disposition has been subdivided to reflect

the differing treatments accorded to expectant and actual defaults. A

brief discussion of the practice of partial termination for default is also

included. Each section prescribes factors which should be considered by

the contracting officer and actions which should be taken to protect the

Government's interests at that phase. Decision charts are included for

each section which graphically depict the points covered by the narrative.

A discussion of areas in which actual performance varies from the pre-

scribed methodology is reserved for Chapter III of the report.

3. Assumptions.

It should be explained that a firm fixed price contract which

was placed by means of either fornmal or small business restricted

15



8
advertising is assumed to be the normative situation. It is recognized

that the preponderance of contract dollars are awarded as a result of

negotiation. However, the OAR mandates a pre~ference for formally ad-11

vertised, firm fixed-price contracts. Socio-economic policies refine this

preference to enhance small business participation. It is, therefore,

assumed that it is intended to adhere to these rec,ulatory guidelines, and

that the tentative contract strategy reflects this intent. Any deviation

from this normative strategy would result from the presence of one or more

of the adverse indicators outlined below. Significantly, contracts placed

in accordance with this strategy (i.e., formally advertised, fixed price

contracts - particularly those awarded to small business contractors)

exhibit the highest probability of a-'subsequent termination for default.

This point will be analyzed in depth in Chapter III of this study.

B. CONTRACT STRATEGY FORMIULATION.

1. Introduction.

Certain decisions as to the level of visibility and manageability

required during the life cycle of a contract must be made at the outset.

The amount of information available at this stage is, admittedly, quite

limited. Nevertheless, the contracting officer can gain certain basic

insights as to the criticali ty of a potential default in terms of impaired

mission capability and financial exposure. There may also be attendant

8
While small business restricteu advertising restricts the available

market by applying a special responsiveness requirement to formally
advertised placement, the two methods are otherwise analogous.

16



historical, technical and/or environmental indicators %,!hich can serve as a

rough prnedictive measure of such a failure. These have been identified

ds criticality indicators and predictive indicators, respectively. Their

influences on Contract Strategy Formulation are illustrated by Figure 2.

In the extreme, the singular or combined effect of one or more of

these indicators may render the advertised placement of a fixed price

contract infeasible. For example, the urgency of a given requirement may

dictate negotiated placement under the authority of DAR 3-202, Public

Exigency. Or the combined effect of requirement urgency (a criticality

indicator) and a history of problems related to specification inadequacies

(a predictive indicator) may justify negotiation pursuant to DAR 3-210.?

(xiii). impossibility of drafting adequate specifications. If so, the

contract strategy should be revised accordingly. In less extreme cases,

the presence of one or more of these indicator(s) may not justify revising

the contract strategy per se. However, in every case the presence of one

or more of these indicators should alert the contracting officer to prepare

for application of intensive management techniques during performance. The

following paragraphs develop this theme by identifying some prevalent

indicators and prescribing actions to be taken upon their occurrence.
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2. Criticality Indicators.

Upon receipt of a procurement request, the contracting officer

should first examine the urgency of the requirement and the estimated

dollar value of the contract. Together, these factors determine the

criticality of a possible default. They can also serve as the baseline for

analyzing the cost effectiveness of intensive management application.

With regard to requirement urgency, the primary source of information

set forth in the procurement work directive is the Criticality Designator

assigned. Having identified the Designator assigned to the acquisition

(A, B, or C), its propriety should be verified in light of the criteria set

forth in OAR 25-103. This is particularly important in that the Criticality

Designator reflected on the contract will be one of the primary factors

considered by OCAS in assigninq it to a given production surveillance

categiory. It should similarly serve as a basis for determining the degree

of internal monitoring which will be required. Thus, the proper assignment

and analysis of the Criticality Designator can serve as the initial

priori tization of requirements for subsequent application of intensive

management techniques. That is, if Criticality Designator "A" is verified

as being applicable to the requirement, it should be assumed that intensive

management will be required. If Designator "B" is applicable, further

investigation may be required to determine the severity of the potential

impact on the affected production of repair line. The degree of intensive
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management required will be in direct proportion to the potential impact

identified. Those requirements reflecting Designator "C" should be

candidates for exception management in the absence of significant overriding

considerations.

Concurrently with the examination of the Criticality Designator, the

estimated amount of the action should be considered. A high dollar estimate

may be sufficient in itself to warrant the application of intensive manage-

ment techniques. This is particularly true if it is intended to incorporate

a progress payment provision into the contract, as its inclusion significantly

increases the Government's financial exposure in the event of default. The

degree of exposure is commensurate with the magnitude of the effort and its

attendant price, due to the fact that the amount of progress payments will

be based on costs incurred. 9  However, it is the combined effect of

dollar magnitude and requirement urgency which is most significant in pro-

jecting default criticality.

It must be recognized that the ultimate application of intensive manage-

ment results in additional administrative costs to the Government. The

amount of such expense varies directly with the level of resources applied.

The benefit to be derived from the utilization of these scarce resources

9
In this context, it should be noted that while the inclusion of a

progress payment provision increases the Government's financial exposure
in the event of default, it also serves as a contractual vehicle for both
financial and progress monitoring. In addition, the presence of a progress
payment provision is another criteria used by DCAS to determine if an
increased level of production surveillance is warranted.
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is a function of the combined effect of urgency and amount. Thus, the

denominator of a cost effectiveness analysis can be estimated with reason-

able accuracy at the outset. By utilizing this information, the decision-

maker can project the marginal value of resource commitment. It must be[

emphasized that this is an iterative process. At each decision point, the

contracting officer must be satisfied that the marginal benefit of committing

additional resources outweighs the marginal cost of such a commiitment.

3. Predictive Indicators.

Having established the criticality of a potential default. the con-

tracting officer should turn to the likelihood of such an occurrence. It

is again emphasized that only a limited amount of information is available

for projection purposes at this point. Tentative predictions can be made,

but assumptions must be challenged and reverified as the action progresses

through the Source Selection and Contract Management Application phases,

in light of increased visibility,

In forecasting the probability of performance difficulties which may

lead to an ultimate default, the contractino officer should initially

review the purchase history of the item in question. It should be deter-

mined if the item haip been acquired by means of pri-ce competition in the
10

past. If not, the Current action should become a candidate for intensive

10 The terms "price competition" and "price competitive strategy" are
used throughout this report as generic terms to encompass both formal ad-
vertising and small business restricted advertising.
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management in view of the unproven feasibility of such a strategy. If

price competition has been employed on previous buys, the results of that

strategy in obtaining satisfactory performance should be analyzed. The

incidence of terminations for default on previous contracts is, of course,

an obvious indicator of potential problems on the present dction. Termina-

tions in lieu of default (i.e., no cost cancellations or terminations for

convenience reflecting some element of contractor default) should also be

scrutinized. Finally, indications of unsatisfactory results may be

reflected in the number of waivers granted, the number of deviations

granted, the number of schedule extensions negotiated, or the number of

months of schedule delinquency.

A poor performance record under prior contracts should, in itself,

serve as a basis for application of intensive management techniques to

the instant action. However, a high incidence of historical difficulties

should also trigger a thorough investigation of the specific nature of

such difficulties. That is, a poor performance history should be viewed

as a symptom of a more basic problem. In order to isolate the causes

underlying such previous difficulties, the contracting officer must analyze

the adequacy of the technical data package and the nature of the available

market.

Specification adequacy is of paramount importance in a fixed price

environment, due to the fact that the Government impliedly warrants that

strict adherence will result in a satistactory product. In short, the

22
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responsibility for any specification deficiency is allocated to L
the Government. Inadequacies in the technical data package may

lead to claims for equitable adjustments during performance.

In the extreme, such deficiencies may render performance either

"lactually" or "practically" impossible. Actual impossibility

exists when the contract cannot be performed in accordance with

its terms, either by the instant contractor or by any other

party.

In the absence of actual impossibility, the contractor may be able

to demonstrate the contractual requirements are impracticable be-

cause of the extreme and unreasonable difficulty, expense, injury

or loss involved in meeting them. This is the doctrine of prac-

tical impossibility. In order for a contractor to support a claim of

practical impossibility, it must be established that the work is not

possible within the basic contractual objectives contemplated by the

parties, and that the cost and difficulty associated with accom-

plishing the work renders completion commrercially senseless. 1

The essential point is that by demonstrating the existence of

Government Contracts Program, pp. 61-67.
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either form of impossibility, the contractor establishes an excuse for its

failure to perform. If this occurs, the Government will not be able to

sustain a default termination.

In view of the above, the contracting officer must be satisfied that

the specifications are adequate and definitive before a price competitive

strategy is employed. While the contracting officer does not generate

specification requirements, he is obliged to point out any known deficiencies

to the initiating activity. He should then work with that group to correct

the inadequacy. As previously noted, historic performance problems may

be good indicators of current deficiencies in the technical data package.

The contracting officer's own technical background may facilitate independent

review. Whatever-the source of concern, there must be no hesitation to

surface the suspected problem.

If major deficiencies or inaccuracies are discovered, the acquisition

should be deferred pending correction, or consideration should be given to

negotiated placement under the authority of DAR 3-210. However, relatively

minor problems may not justify delaying the solicitation or resorting to

negotiation. The contractinq officer must exercise sound judgment in

determining if the risk attendant in proceeding without correction is

acceptable. If so, intensive management should be applied accordingly.

A final consideration which should be addressed in formulating a

contract strategy is the market to be exploited. In order to implement a

24



price competitive strategy, at least two qualified sources which are

willing to compete for the award must be available. However, the con-

tracting officer should look beyond this minimum requirement. Once again,

an historical perspective is of value in gauging the ability of potential

competitors to satisfy the present requirement. However. the current

condition of the market should also be scrutinized. Market stability is

an important factor to consider. In a closely related area, the relation-

ships among the various firms and the competitive status of the industry

should be addressed. In this regard, it is generally assumed that the

presence of full and free competition will insure price reasonableness,

Notwithstanding this conventional wisdom, dealing with a depressed market

may result in over zealous competition with attendant "buy-in" proposals. 12

This possibility, particularly when coupled with thinly capitalized producers,

can be a significant indicator of performance failure. The actual presence

of a "buy-in" offer is, of course, not discernable at this stage of the

process. However, a history of 'buying in" on the item in question or signs

of industry depression at the present time, should be noted for contingency

planning purposes.

As a final consideration of market analysis. the contracting officer

should determine the probable size of the firms which will compete for the

contract. While socio-economic policies mandate a preference for contracting

with small businesses, it must be recognized that a disproportionate

12
A "buy-in" proposal is defined as an offer to perform at a price

which is significantly lower than the anticipated cost of the contract.
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number of default terminations involved small firms. Therefore, it is

important for a variety of reasons to determine the likelihood of contracting

with a small business at the Qutset. First, the command may initially

intend to set aside a given requirement exclusively for small business

participation. However, recognition of the increased risk of performance

failure attendant to small business contracting may serve to override this

decision for a relatively urgent requirement. Small business participation

cannot (and should not) be precluded, but requirement criticality may

dictate opening the competition to include lower risk producers. Second,

if a small business award appears likely, more liberal contractor financing

arrangements can be included in the solicitation with the objective of

improving the small business contractor's cash flow posture. While this

action increases the Government's financial exposure in the event of a

default. it may also be the very action which prevents that default. The

central point of this discussion is that it is of no benefit to either

party to enter into a contract with a small business which places undue

risk of failure on the firm. However, if it appears that a small business

will obtain the contract. the contractinq officer should be alerted to the

probable need for intensive management during performance. This will insure

that the Government's interests are fully protected, while at the same time

Ividence in support of this assertion, together with possible
explanations therefore, are set forth in Chapter III of this report.
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making certain that all obligations to the contractor are fulfilled in a

timely manner. If performance problems do surface, all contractually

authorized assistance can be provided to facilitate recovery. On the other

hand, if performance failure appears to be unavoidable, proper steps can be 1.
taken to pursue and sustain a default termination. In sum, recognition of

the increased risks of small business contracting is an important aspect of

contingency planning.

For ease of reference, the various criticality and predictive indicators

discussed above have been condensed into the following checklist. Similar

checklists will be included in succeeding sections on Source Selection and

Contract Management Application. A comprehensive tabulation of all adverse

indicators reflected in these checklists is provided as Appendix A to this

study.

CHECKLIST FOR CRITICALITY AND PREDICTIVE INDICATORS

AT CONJTRACT STRATEGY FORMULATION

I. CRITICALITY INDICATORS

A. Criticality Designator

'A

"B

'C
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B. Dollar Value

*Hi gh

• Low

IJ. PREDICTIVE INDICATORS

A. Purchase History

*First Price Competition

-Previous Terminations for Default

*Previous Terminations in Lieu of Default

*Previous Delinquencies

*Previous Schedule Extensions

B. Technical Data Package

*Previous Requests for Waivers or Deviations

* Patent Inadequacies

C. Market Conditions

*Previous "Buy-Ins"

*Current Instability

*Current Noncompetitive Status

* Current Recession/Fepression

4. Prescribed Actions.

It is recognized that the above considerations are not all encom-

passing. Additional information which is peculiar to a aiven acquisition
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may be available to supplement the basic model. The point is that by

assimilating all available information. the contractingi officer can logically

prepare to apply a level of management which is commensurate with the

criticality of the requirement and the risk of performance failure. Such

information serves as a foundation for decision making during successive

stages of the cycle. However, it can also be used as a basis for definite

actions during the pre-solicitation phase.

As noted above.. the contracting officer's analysis may result in a

determination to defer the acquisition pending resolution of technical data

packaqe inadequacies. It may result in a decision that negotiated plac ment

of a flexibly priced contract is justified under regulatory guidelines.

However, this type of decision making is inherent in sound contract formation

and is considered to be beyond the scope of this study. It will, therefore.

be assumed that the results of the analysis give rise to some degree of

concern as to the successful outcome of a price competitive strategy, but

do not require a drastic revision to the original contracting plan. In

this case. three actions should be considered by the contracting officer.

First. consideration should be given to incorporating certain general

and/or special provisions into the solicitation. For example, requirement

urgency should alert the contracting officer to include Production Progress

Report (DAR 7-104.51) and Notice to the Government of Labor Disputes (DAR

7-104.4). It may also be appropriate to incorporate one or more special
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provisions in order to enhance performance visibility, such as contractually

enforceable pre-delivery milestones in Section F of the schedule. This

technique is used extensively in construction contracts and has been applied
14

with some success within DARCOM. On the surface, these appear to be

rather minor details of contract draftsmanship. However, in a competitive

environment such reporting requirements should be determined prior to the

issuance of the solicitation. At this stage competitive pressures will

insure acceptance of such provisions by the offerors, whereas attempts at

incorporation by supplemental agreerient during performance may meet with

resistance.

Second, in accordance with DAR 1-903.3. inclusion of special responsi-

bility requirements may be appropriate. The contracting officer may

determine that specialized experience or facilities are required. The

urgency of the requirement may dictate restricting the market to firms which

qualify for first article waiver. This technique, of course, cannot be used

to unduly restrict competition. However, it can serve the legitimate function

of assuring that only fully qualified firims are considered for award. This,

of course, works to the mutual benefit of the Government and the potential

competitors.

1It must be recognized that application of either of these tech-
niques requires verification of the contractor's reported progress. This
can place a heavy burden on DCAS personnel.
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Finally, and perhaps most importantly, early coordination with other

interested functional element,, should be effe ted. This will facilitate

comprehensive contingency planning at the outset. A tentative surveillance

plan can be formulated, and the ability to take expeditious action in

response to adverse future developments will be enhanced. In selected

cases, it may be advisable to convene a control board composed of con-

tracting, technical, requirements and legal representatives. Such item-

paced control boards will provide a forum for coordinated management

throughout the life of the acquisition.

It is obvious that, like the amount of information available, the

types of action which can be taken to protect the Government's interest in

the event of default are rather limited during the Contract Strategy Formu-

lation stage. However, perhaps the greatest benefit of early analysis of

default probability and criticality is to alert the contracting officer to

continually scrutinize developments during later stages of the acquisition

cycle. While no contracting officer wishes to proceed with an acquisition

with undue pessimism as to the outcome, the results of undue optimism can

be far more injurious. Thorough analysis of factual data at the outset can

result in the proper balance: objective realism.

C. SO-URCE- SELECTION.

1. -Bid Responsiveness.

A price competitive acquisition contemplates award of a contract to

the responsible firm which submits the lowest responsive offer. In order
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to be responsive, the offer must be in exact dccord with all material

requirements of the solicitation and must be submitted in a timely manner.

It must represent an unqualified offer to perform in accordance with all

material terms set forth in the solicitation. Upon receipt of proposals,

this is the first determination which is made by the contracting officer.

By its nature, this is a rather objective selection procedure and has

little bearing on default visibility. The remaining decisions in the source

selection process (i.e.. evaluation of the lowest price offered and deter-

mination of responsibility), however, can and do have a direct influence

on the probability of subsequent contractor default. Figure 3 depicts the

effect of these Source Selection decisions on performance management.

2. Bid Evaluation.

Having selected those bids which are responsive to the solicitation

requirements, the contracting officer must next evaluate the offers to

determine the lowest overall price. This process may reveal the first

adverse indicator which specifically reflects on a given contractor's

ability to perform (i.e., the first contractor-paced predictive indicator).

As noted in the preceding section, one of the central principles of a price

competitive strategy is the assumption that market pressures will assure a

fair and reasonable price. That is, the perception of competition will

motivate offerors to eliminate overpricing and to submit a bid which

includes all costs of efficient production plus a reasonable profit.
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This, of course. is the desired end. However, in certain situations

competitive pressures can produce a much less desirable end: the "buy-in"

offer. As discussed in the preceding section, buying-in can result from

overzealous competition for limited business opportunities in a depressed

industry. However, the practice can also result from an individual firm

attempting to establish, maintain or expand its own market share within the

industry by offering unrealistically low prices. The contracting officer

must always be alert for this possibility - particularly if the market

analysis performed during Contract Strategy Formulation indicated a high

probability of such an occurrence. The reason is readily apparent. If

the 'buy-in" contractor is unable to increase the original price by over-

pricing contractual changes. it is faced with a loss contract. If the

contractor's financial posture is such that the firm cannot absorb such a

loss, bankruptcy may ensue. This, in turn, can result in the company's

defaulting on its contractual obligation.

While DAR 2-404.2(e) calls for the rejection of any bid which the

contracting officer determines to be unreasonable, the Comptroller General

has held that SO long as the bid of a suspected "buy-in" bidder is low and

is responsive to the solicitation requirements, and the bidder is deter-

mined to be responsible. award Must be made to that bidder. 15 In effect,

15
53 Comptroller General 509 (1974); B-179835.

34



the contracting officer is precluded from rejecting a bid simply because

it appears to be unreasonably low. However, such a bid may reflect a

lack of understanding of the solicitation requirements, thereby bringing

the offeror's responsibility into question. The contracting officer should.

therefore, closely scrutinize such an offeror's technical, managerial, and

financial capabilities at the time of the responsibility determination.

* The company's financial capacity to absorb the indicated loss is, of course,

the primary concern. This is particularly important in the case of small

business concerns, as these firms are frequently too thinly capitalized to

remain solvent in the face of a significant loss. Even if the contractor

is ultimately determinated to be responsible, the resultant contract should

receive intensive management due to the anticipated financial strain.

3. Bidder Responsibility.

In relation to the potentiality for subsequent default, the most

important decision required of the contracting officer in the source

selection process is the determination of responsibility. In this regard,

DAR 1-903.1 states that a prospective contractor must satisfy the followinn

minimum standards of responsibility:

(1) Adequate financial resources, or the ability to obtain such

resources as required during performance of the contract;

(2) Ability to comply with the required delivery or performance

schedule. taking into account all existing business commitments-,
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(3) Satisfactory record of current and past performance, including

tenacity and perseverence in completing contractual requirements;

(4) Satisfactory record of integrity; and

(5) Otherwise qualified and eligible under applicable laws and

regulations.

While the contracting officer must ultimately exercise personal discretion

in determining if an offeror meets the above criteria, he should avail

himself of any current information which might influence his decision.

Potential sources of such information as set forth in DAR 1-905.3 include:

(1) the Joint Consolidated List of Debarred, Ineligible and Suspended

Contractors; (2) information from the prospective contractor itself; (3) ex-

isting information within the Department of Defense; (4) publications; and

(5) other sources. However, the primary source of supporting information for

significant awards should be a pre-award survey performed by the cognizant

DCAS office. The criteria set forth in DAR 1-905.4 state that a pre-

award survey should not normally be requested for awards of $25,000 or

less, but there is an important exception to this general rule. This

is in the case of a small business firm which may be referred to

the Small Business Administration (SBA) for a Certificate of Competency

(COC). In reality, any potential small business award in excess of

$10,000 must be considered a candidate for a COC in view of the

criteria set forth in DAR 1-705.4(c). Finally, OAR 1-905.4(c)
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cautions the contracting officer to rquest the contract administration

office to verify information regarding current workload and financial

capacity when considering any award which is significant in terms of either

dollar value or requirement urgency. This emphasis parallels the methodolooy

prescribed by this model. First, the $25,000 threshcld represents a standard

measure of cost effectiveness. This is consistent with the iterative system

of cost/benefit analyses espoused throughout this study. Second, the

exception applied to potential COC candidates reflects particular concern

over the responsibility of small business offerors. As will be seen in

Chapter III, this concern is valid. Finally, the additional emphasis to be

given capacity and credit in the case of "significant" awards reinforces

the necessity of analyzing criticality indicators during the early stages

of the acquisition cycle. Thus, by applying the applicable DAR nuidance

in conjunction with this model, requests for pre-award surveys can be

prioritized on the basis of the cumulative effect of dollar amount, re-

quirement urgency and business size. Additionally, particular emphasis can

be given to workload and financial projections in specifyina areas to be

covered by the survey. This systematic approach will insure that resources

are committed to significant actions only, and that the proper areas are

emphasized during the review.

Having gathered all relevant information concerning the low offeror,

the contracting officer must personally review this information prior to

37

...............i.



reaching his responsibility determination. As this determination is clearl~y

an independent judgment of the contracting officer. he must be satisfied

that the prospective contractor can and will perform as required. Any

questionable information in the pre-award survey should be clarified. If

the contracting officer feels that the factual data in the survey does not

support the conclusion set forth therein, a second opinion by internal

experts may be advisable. Financial analysis is an area where internal

validation of the pre-award survey results may be particularly beneficial.

While the offeror's financial condition may not be so negative as to

c'Jpport a nonresponsibility determination, adverse indicators are often

present. Raw financial data such as the current/acid test ratios, or the

company's profit posture may be enlightening. The presence of ancillary

information such as a bank letter of credit, an outside guarantee, or a

subordination agreement indicates that the OCAS financial analyst was

sufficiently concerned to request additional assurance of the firm's

solvency. This is a crucial step in precluding subsequent performance

failures and must be accorded the time and attention required.

Three options are available to the contracting officer in arriving at

his award decision. First, the contractor may be considered to be fully

responsible. Assuming that no other criteria for intensive management are

present, contracts awarded on this basis should receive exception management.

Second, various adverse indicators may be of such mannitude that the offeror
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is determined to be nonresponsible. Except for potential awards to small

business firms in excess of $10,000 which require processing a COC request,

such a determination dictates that no award be made to the contractor in

question. Finally, while available information may not support a negative

determination, it may, nevertheless, cause some degree of concern as to

the offeror's ability to successfully perform the contract. In such cases,

the prospective contractor should be considered to be marginally responsible,

and intensive management should be applied.

4. Small Business Responsibility.

As touched on above, a determination of nonresponsibility involvinn

a small business contractor is accorded special treatment. This is because

the Small Business Administration (SBA) has the statutory authority to

certify the competency of any small business concern as to all elements of

responsibility. A contracting officer must accept the COC as being

conclusive evidence of a prospective contractor's responsibility unless

he has substantial doubt as to the firm's ability to perform. In that case.

the matter can be referred to SBA Headquarters in Washington, DC, for final

resolution. Certain exceptions to this general requirement are set forth

under DAR 1-705.4. However, the procedure is normally required for awards

in excess of $10,000. The contracting officer should not allow the COC

procedure to temper his discretion in arriving at his responsibility

decision; there should be no hesitancy to determine a small business to be
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nonresponsible simply because this decision may be overridden by the SBA.

In fact, even marginally responsible offerors should be referred for a

COC determination. This can provide two significant benefits. First, COG

referral will provide either added assurance of the contractor's responsi-

bility or confirmation that the contracting officer's doubts were well

founded. Second, by alerting the SBA of the specific areas of concern, the

contracting officer provides that agency an opportunity to give needed

assistance to the marginally responsible firm. That is, if the firm's

financial posture is weak, if management deficiencies are present, or if

necessary equipment is not readily available, regular SBA assistance pro-

grams such as loans, management counseling, or assistance in locating

equipment can be applied to strengthen the company. Further, SBA monitors

proqress on COG contracts on a monthly basis, constantly making needed

assistance available to the contractor. Therefore, proper implementation

of COG procedures can benefit all parties in both avoiding undue risks and

maximizing chances for success.

CHECKLIST FOR PREDICTIVE INDICATORS

AT SOURCE SELECTION

A. APPARENT "BUY-IN' BID

B. QUESTIONABLE RESPONSIBILITY

Certificate of Competency Requested
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FinacialResources Marginal

*CapcityMarginal

' Current/Past Performance Unsatisfactory

*Perseverence/Integrity/Tenacity Questionable

Other Factors Marginal

5. Prescribed Actions.

Given the visibility gained during Contract St-rategy Formulation

and Source Selection, it is possible to display the characteristics of an

action on a matrix. An example of a Contract Characteristics Miatrix is

included as Figure 4. Criticality indicators are displayed vertically,

based on possible combinations of Criticality Designators and dollar

levels. More finite categories could be established by further refining

dollar levels or by taking differing payment provisions into account. The

horizontal axis of the matrix reflects the number of adverse predictive

indicators which have been identified. Due to the number of possible

combinations of predictive indicators, only levels of magnitude have been

included in the example. Individual commands may be able to refine these

categories to reflect specific combinations of indicators which are prevalent

in their particular operations.

Assignment of an action to the appropriate cell of the Contract Char-

acteristics Matrix will provide a structural basis for management application.
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Figure 4

Contract Characteristics Matrix

0 1 2 3 4 5 Etc

Ah_____

Al1

Bh

B31

Ch

C I

Legend: A, B, C = Criticality designators
h, 1 Dollar Value Categories
h = $100,000 or over

I = Less than $100,000
0 =No adverse predictive indicators
I = Any one adverse predictive indicator
2 = Any two adverse predictive indicators

etc.
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The determination of the actual level of management to be applied is

largely a function of resource availability and judgment. Nevertheless,

certain combinations of criticality and predictive indicators suaaest in-

tensive management. Conversely, certain combinations suggest exception

manaciement. Ficiure 5 is an example of a Management Application Matrix. It

* is constructed to that its cells correspond to the possible combinations

reflected in the Contract Characteristics Matrix. By locating the

correspondini cell in the Management Application Matrix, the contracting

officer can determine if (1) intensive management should be applied; (2)

exception management will be sufficient; or (3) further analysis is required.

The example reflects a logical array of management application standards

based on the judgment of the researchers. However, other standards are

possible. For instance, personnel restraints may dictate expansion of the

standard categories for exception management. Similarly, command experience

may facilitate greater standardization, thus reducing the number of "F"

cells in the matrix. While command flexibility is necessary, this type of

manaciement tool will serve as a vehicle for more systematic workload priori-

tization. The actual development and application of a management plan as

a result of this analysis is discussed under Contract Management Application

below.

D. Contract Management Application.

1. Planning Information.

Once the contracting officer has gathered and thoroughly analyzed the

data discussed in preceding sections, he will have a considerable amount

of information available with which to definitize a performance management
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Figure 5

Management Application Matrix

0 1 2 3 4 5 Etc

Ah F I I I I I I

Al F F I I I I I

Bh F F F F F I I

B1 E F F F F F F

Ch E E E E F F F

Cl E E E E E F F

Leqend: I = Intensive Management

F = Further Analysis (, Function of Judgment

and Resource Availa;ility)

E = Exception rananement
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plan. During Contract Strategy Formulation, the relative criticality of

an ensuing default should have been established. In addition, predictive

indicators should have been gathered by analyzing the nature of the item

and the status of the marketplace. The latter should have been refined

during Source Selection as the market was narrowed to a specific firm.

Thus, the contracting officer should have finite information which is both

item-specific and contractor-specific at the time of Contract Management

Application. The tasks to be accomplished at this stage are to digest

this information and to formalize a management plan accordingly.

Referring back to the Management Application Matrix, the relative ab-

sence of criticality or predictive default indicators should lead to the

conclusion that only exception management is required. In this case, all

that is necessary is to identify one or more significant performance mile-

stones to be monitored. In the extreme, this may result in a determination

to only verify that final delivery is made in a timely manner. However,

it may also be advisable to monitor interim delivery dates, such as the

submission of the first article test report. The philosophy should be to

minimize the administrative burden while maintaining an acceptable level

of performance visibility. Some form of suspense system should then be

established to insure that these milestones are, in fact, monitored. A

suggested suspense system methodology is elaborated in succeeding para-

graphs. The point is that while every contract demands some degree of

post-award surveillance, limited personnel resources must be prioritized.

Not every contract can receive the luxury of intensive management applica-

tion. In order to free the bulk of the available resources for more
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problematic contracts, the decision must be made to reserve certain

contracts for exception monitoring.

2. Formulation of a Desired Management Plan.

The first step in this process should be to formulate a desired

management plan. That is, using information gathered in preceding phases,

a tentative plan should be established which assumes full availability

of resources. Once this surveillance plan is established, any portions

of the plan requiring the support of other command elements should be

identified. Such requirements should then be communicated to those ele-

ments immediately in order to facilitate their resource planning. The

delegation of DCAS responsibilities is discussed below. However, advance

planning in this regard should also be accomplished in order to ensure

comprehensive,but not duplicative, management during performance.

3. Identification of Available Resources.

The next step should be to identify the total resources available

for surveillance purposes and to determine the degree of their commitment

to ongoing contracts. At the same time, the contracting officer should

review the status of these ongoing contracts to determine if progress is

sufficient to warrant converting them to exception management. Contractor

performance may be entirely satisfactory, thus reducing the contracting

officer's initial concerns. This illustrates the iterative process of in-

formation gathering and decision making which is recommended by this

study. In due course, the instant action may also go through this con-

version process. Conversely, contracts initially scheduled for exception

management may ultimately receive intensive management due to the develop-

ment of adverse performance indicators. The award of a new contract should

alert the contractinq officer to examine, and if appropriate, realign his
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available resources.

It can be assumed that other functional managers will perform a sim-

ilar analysis of resource availability and will advise the contracting

officer of their ability to support the desired management plan. By

assimilating information as to available resources (both internal and

external), the contracting officer will now have the third parameter for

definitizing a performance management plan.

Once the total available resources have been identified, the desired

management plan should be reviewed to determine if full implementation is

feasible. It may not be possible to provide the level of management which

would be applied in an environment of unlimited resources. Therefore, it

is important to prioritize surveillance requirements. Only the most sig-

nificant performance milestones should initially be identified. These

should reflect both Government and contractor responsibilities. 16if

sufficient resources are available, an additional level of secondary

milestones may be included. In short, the contracting officer should strive

for optimum (but not necessarily maximum) visibility in the context of

cost effective resource application.

4. Communication and Coordination.

As previously noted, initial communication and coordination with

other functional elements within the command should already have been

accomplished. However, once the management plan has been formally

1 ftimely performance is dependent on a Government action (e.g., the
prompt receipt of Government Furnished Materiel), the failure of the Govern-
ment to take such action will provide an excuse for a subsequent delivery
slippage.
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established, special care must be taken to insure that all parties understand

their responsibilities and obligations. Open communication is essential for

quick reaction to adverse developments. While the contracting officer is L
properly the team leader, he cannot act in a vacuum. He must have timely

information and all supporting elements must understand their roles in this

regard. In the preceding section on Contract Strategy Formulation, it was

noted that selected contracts might warrant convening a control board

composed of interested functional elements. In that case, the impetus for

such boards derived from item-specific factors. The criteria should now

be broadened to include contractor-specific factors which arose during

Source Selection.

A second avenue of communication which must be addressed is the dele-

gation of responsibilities to the cognizant DCAS Office. Paragraph (c)

under DAR 1-406, sets forth an extensive list of functions which are

normally DCAS responsibility. These functions are performed as a matter

of course under the authority of the above OAR citation, and a special

delegation letter is not necessary if no special emphasis is required.

However. OAR 1-406(a), provides that if special instructions pertaining to

the administration of a particular contract are to apply, they should be

set forth in a letter accompanying the contract when it is assigned to

OCAS. This is a step which should not be slighted in the Contract

Management Application phase. For OCAS to effectively administer a con-

tract, it must be given visibility of any special concerns of the pur-

chasing office. For example, if a given requirement is particularly
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critical, an increased level of progress monitoring may be necessary. I

However, literally hundreds of contracts reflecting Criticality Designa-

tion "A" compete for limited DCAS resources. Therefore, in selected cases,

a brief letter emphasizing the urgency of the requirement and requesting

increased surveillance may be appropriate. Similarly, if progress payments

are to be provided to a firm with a marginal financial posture, the need

for exceptionally close financial surveillance can be conveyed in the dele-

gation letter. These examples illustrate the manner in which both criti-

cality designators (e.g., requirement urgency) and predictive indicators

(e.g., weak financial condition) can serve as a basis for requesting in-

creased DCAS support. As the name implies, DCAS is a service organization.

However, in order for DCAS to respond to the needs of the purchasing office,

open communication is essential. In this regard, it should be noted that

DCAS resources may not always be adequate to perform all of the services

requested. This is particularly true in the case of extraordinary sur-

veillance requests. Therefore, it may be necessary to negotiate a mutually

agreeable management plan based on resource availability. This is much

like the contracting officer's internal resource prioritization discussed

above.

In a closely related area, the use of post-award conferences is strongly

encouraged. These conferences can serve a two-fold purpose. First, all

Government personnel can meet to clarify their responsibilities. This will

provide personal contacts which will improve communication during perform-

ance. Duplication of effort can be avoided, thus ensuring wise use of

limited resources. Areas requiring additional emphasis can also

be identified. Perhaps most importantly, the interest of the
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purchasing office can be conveyed to DCAS, thus fostering a team approach

to contract management. A second benefit provided by the post-award con-

ference is the opportunity for purchasing office personnel to view the[

contractor's operation first hand. Again, personal contacts can be estab-

lished, and valuable insights can be gained. Sacrificing such an opportun-

ity on the basis of personnel or time constraints can prove to be falseL

economy in the long run.

5. Definitization of the Contract, Maaemenjt Plan

Having thus communicated and coordinated with all Government elements,

the contracting officer should definitize his contract mianagement plan. All

revisions necessitated by resource limitations should be incorporated. The

final plan should then be documented and included in the contract file for

future reference.

6. Implementation.

The planning activities outlined above are an essential element of

performance management. However, good planning is of no value in the absence

of effective implementation of the plan. Therefore, the following paragraphs

concentrate on the application of the performance management plan thus

developed. This phase of the process is reflected in Figure 6.

7. Passive and Active Performance Indicators.

The primary concern of the management application phase is the

identification and treatment of performance indicators. These indicators

can be categorized as being either passive or active. A pasv indicator

can be defined as the absence of evidence that a performance milestone has

been completed. For example, the absence of a Material Inspection and
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Receiving Report (DO Fornm 250) indicating first article acceptance would

be a passive indicat -of performance difficulties. Conversely, the prompt

receipt of the DD Form 250 would be an active indicator that performance

to date is satisfactory. The receipt of a Delay in Delivery (Flash Notice)

(DD Form 375-2) would be an active indicator of performance difficulties.

This passive/active dichotomy is reflected in the succeeding paragraphs

of this chapter. The suspense system discussed immediately below advo-

cates a methodology aimed primarily at increasing sensitivity to passive

indicators. Subsequent paragraphs set forth examples of active indicators

which should be monitored by the contracting officer.

8. Establishment of a Milestone Suspense System for Passive Indicators.

An integral part of Contract Management Application should be iden-

tifying and monitoring key performance milestones. In order to monitor the

achievement of these milestones, some form of suspense system is required.

Given the number of contracts for which the contracting officer is gener-

ally responsible, he cannot be expected to have instant recall of each mile-

stone under each contract. Nor can he be expected to recognize the absence

of milestone achievement (an adverse passive indicator) without an active

reminder to verify performance status. Whether the system is manual or

automated, some external memory aide is needed. As noted above, in the

case of exception management the events to be monitored may be quite sim-

plistic. However, in the case of a complex contract with an elaborate net-

work of interrelated pacing events, a more sophisticated suspense system

becomes increasingly important. It is again emphasized that both Govern-

ment and contractor performance milestones should be included. Ideally,
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the command's ADPE capabilities should be utilized for this purpose, in

order to minimize the expenditure of manual resources. However, whatever

the approach employed, an efficient suspense system is an absolute necessity

1* if passive indicators of performance failures are to be recognized in a

timely manner.

9. Maagmetf Actve Indicators.

With the management plan formalized and the suspense system opera-

tional, all that is left is to monitor contractor progress for the appearance

of active indicators of adverse developments. The suspense system is the

primary mechanism to insure compliance with pre-established performance

milestones. However, these milestones may be interspersed with significant

time lapses. Therefore, the contracting officer must always be alert for

the advent of adverse performance indicators during these periods. In a

sense these are also predictive indicators. However, they are less

speculative, reflecting actual problems in performance. Performance problems

may surface in many areas. Similarly, information available to the con-

tracting officer may take many forms. Therefore, the contracting officer

must be sensitive to a wide variety of active indicators if he is to make

informed judgments with regard to Default Disposition. Several of the more

common active performance indicators are discussed below. However, the

examples presented are neither collectively exhaustive nor mutually
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exclusive. In fact, it may well be the combined effect of several

independently minor indicators which provides visibility of an unavoidable

performance failure.

10. Active Indicators of Lack of Physical Progress.

The first group of performance indicators directly reflects the

contractor's physical progress. These indicators surface as a result of

progress reports furnished by the contractor and/or the various Government

offices which support the contracting officer. As previously noted, con-

tractor progress reporting must be supported by a contractual provision.

OCAS reporting is requested at the time the contract is delegated for

administration. In addition, if a contracting officer's technical repre-

sentative (COTR) is assigned, he should be asked to provide periodic status

reports. While these reports are straightforward representations of con-

tractor performance, they may not provide all of the information required

to support a termination decision. Nevertheless, they should provide the

impetus for additional information gathering and informed decision making.

It should also be noted that such reports may indicate that progress is

satisfactory, thus allowing the revision of the plan to provide only

exception management in subsequent stages. This, in turn, provides for

reallocation of resources to more problematic contracts.
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11. Active Indicators of Technical Difficulties.

The second group of performance indicators reflect technical diffi-

culties being encountered by the contractor. Contractor requests for

waivers and/or deviations are evidence of such difficulties. Another source

of visibility in this regard are COTR reports. These may result from the

COTR's regular surveillance or from informal intelligence provided by his

technical counterpart in the contractor's organization. Similarly, they

may be provided to the contracting officer on a formal or informal basis.

It can be seen that good communication between the contractina officer and

the COTR is essential in monitoring technical difficulties. In a similar

vein, open communication with the OCAS office must be maintained. By

virtue of geographic proximity, the various DCAS elements often have a great

deal of insight as to many areas of the contractor's operations. With

regard to technical problems, the Industrial Specialist and/or the

Quality Assurance Representative assigned to the contract are excellent

sources of information. Early contact with these individuals is essential

for intensively managed contracts. However, it must be recognized that the

mere occurrence of technical difficulties does not establish the cause of

these difficulties. It was emphasized in the section entitled Contract

Strategy Formulation that specification inadequacies may lead to excuses

for performance failures. If the analysis prescribed by this study is

conscientiously performed at the outset, the incidence of Government
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culpability during performance should be minimized. Nevertheless, the

adequacy of the technical data package should be reverified in light of

the specific problem at hand. If Government fault is indicated, an equitable

adjustment or a convenience termination may be in order. If the fault lies

clearly with the contractor's technical shortcomings, contractual remedies

up to and including termination for default may be appropriate. Each situ-

ation calls for a judgmental decision. However, before discretion can be

exercised as to remedies to be pursued, the causative factor(s) must be

established.

12. Active Indicators of Financial Problems.

The final major grouping of performance indicators falls under the

heading of financial problems. Such problems may be manifest in contractor

requests for upward price adjustments. More frequently they may be

evidenced by contractor requests for revised payment provisions, such as

inclusion of progress or advance payments subsequent to award. However,

the primary source of financial visibility should be the DCAS Administrative

Contracting Officer (ACO) assigned to the contract. DAR 1 406(c)(xiv)

provides that the ACO is normally charged with monitoring the contractor's

financial condition and advising the procuring contracting officer (PCO)

when performance is jeopardized by adverse developments. It is important

to note that the DAR specifically tasks the ACO with surveillance responsi-

bility for the contractor as a whole, thereby not limiting his duties to
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a specific contract. In the event of financial difficulties or bankruptcy,

the AGO must immediately notify affected PCO's by the most expeditious means.

No specific format for such notification is prescribed. However, if

advance or progress payments are provided for in the instant contract, the

AGO should issue a Report of Adverse Development 17in the event of material

financial difficulties. Such reports are to be issued as soon as there are

indications that the contractor's financial condition is unstable, not

delayed until it is a foregone conclusion that the contractor will be unable

to continue performance for financial reasons. Therefore, they should

provide visibility of potential performance failure in advance of actual

bankruptcy. Other sources of information which reflect financial diffi-

culties specific to the instant contract include bank assignments and loss

ratio applications to progress payment requests. Revised financial state-

ments may also be made available, either through the AGO or directly from

the contractor. In the final analysis, due to his responsibilities for

financial surveillance and payment approval, the AGO must be relied upon

as the primary focal point for financial visibility during performance.

Once again, the above list of performance indicators is not all in-

clusive. The contracting officer must be alert for any other informnation

which presents itself. However, the list is considered to be representa-

tive of adverse indicators which may be available.

17
DAR E-216
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Each time that any adverse performance indicat.or is surfaced to the

contracting officer, he must determine its potential impact on successful

performance. Any additional information reqUired to determine the severity

of the problem should be obtained. Further, the development in question

should be analyzed in conjunction with all other performance indicators.

As previously noted, it is often the combination of individual indicators

which is most significant. The Checklist for Adverse Performance Indicators

during Contract Management Application can be an effective tool in this

regard.

CHECKLIST FOR ADVERSE PERFORMANCE INDICATORS DURING

CONTRACT MANAGEMENT APPLICATION

I. PASSIVE PERFORMANCE INDICATORS

A. Interim Milestone Slippage

B. Temia Milestone Slippage

II. ACTIVE Performance Indicators

A. Lack of Physical Progress

Adverse Contractor Progress Reports

Adverse DCAS Progress Reports

Adverse COTR Reports

Requests for Delivery Extensions
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a specific contract. In the event of financial difficulties or bankruptcy,

the ACO must immediately notify affected PCO's by the most expeditious means.

No specific format for such notification is prescribed. However, if

advance or progress payments are provided for in the instant contract, the

17
ACO should issue a Report of Adverse Development in the event of material

financial difficulties. Such reports are to be issued as soon as there are

indications that the contractor's financial condition is unstable, not

delayed until it is a foregone conclusion that the contractor will be unable

to continue performance for financial reasons. Therefore, they should

provide visibility of potential performance failure in advance of actual

bankruptcy. Other sources of information which reflect financial diffi-

culties specific to the instant contract include bank assignments and loss

ratio applications to progress payment requests. Revised financial state-

ments may also be made available, either through the ACO or directly from

the contractor. In the final analysis, due to his responsibilities for

financial surveillance and payment approval, the ACO must be relied upon

as the primary focal point for financial visibility during performance.

Once again, the above list of performance indicators is not all in-

clusive. The contracting officer must be alert for any other information

which presents itself. However, the list is considered to be representa-

tive of adverse indicators which may be available.

17
DAR E-216
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B. Technical Difficulties

Requests for Waivers/Deviations

*Adverse DCAS Reports

*Adverse COTR Reports___

* C. Financial Problems

Requests for Upward Price Adjustments___

*Requests for Revised Payment Provisions___

ACO Reports of Adverse Developments

Bank Assignments

Loss Ratio Application to Progress
Payment Requests

Revised Financial Statements___

Once all necessary information has been gathered, the contracting

officer must determine if performance appears to be in jeopardy. If so,

he should immediately contact the office of counsel in order to determine

if legal grounds exist to pursue a default termination in light of the

factual data. A detailed discussion of the deliberations which precede the

contracting officer's decision, together with the various options available

for disposition, is included in succeeding sections of this study.

59



E. DEFAULT DISPOSITION.

In view of the fact that different procedures apply to the disposition

of expectant and actual defaults, each type will be treated separately

below. A separate section on partial termination for default is also

included. The procedures are presented in the format of decision trees which

represent the mental processes inherent in determining whether or not term-

ination of a contract for default is in the best interest of the Government.

Some of the basic legal and regulatory requirements are discussed. However,

this is a dynamic area of contract law, and the contracting officer is

cautioned to seek the advice of legal counsel as soon as default termination

appears to be a possibility.

1. Expectant Default.

In order to arrive at this decision point, the contracting officer

must have determined that one or more adverse indicators reflect that per-

formance is in jeopardy. Having made this determination, the following

methodology should be applied to decide upon a course of action to be

pursued. Figure 7 depicts the decision tree which should be followed in

this regard.

The contracting officer should first determine if an anticipatory

repudiation of the contract has occurred. The elements constituting

anticipatory repudiation are as follows:

60



V2!

U-
F--

Mj U-WX L L L

*) F-F-L

I-JLL

u-ii

2-1
V) C 4

-) L- - - -± -. )"



(a) A positive intention not to perform on the part of

the contractor;

(b) The communication of that intent to the Government;

and I
(c) The reliance by the Government on the contractor's

communication of intent.

An anticipatory repudiation can be established by a direct statement

from the contractor that he does not intend to perform the contract. It

can also result from the contractor's conduct. For example, a volun-

tary petition for bankruptcy or abandonment of the work by the contractor

could also constitute repudiation. In either case, the statement or

conduct must show unequivocal intent not to perform the contract. State-

ments to the effect that the contractor "might not" perform are not suf-

ficient in this regard. 18  Reliance on the contractor's communication of

intent can be clearly demonstrated by the timely issuance of a default

termination notice. As amplified below, the Government is normally

required to issue a cure notice prior to terminating a contract on the

18
Dr. James 0. Mahoy, ed., Government Contract [dW, 4th ed. (Ohio:

Air Force Institute of Technoloqy, 1975), p. 166.

62



basis of expectant default. However, in the case of anticipatory repudiation,

no cure notice is required. The notice of termination can be issued

immediately, without allowing the usual period for corrective action.

If no anticipatory repudiation has occurred, the contracting officer must

next determine if other grounds exist for expectant default termination.

Two major criteria must be satisfied.

First, the contracting officer must consider the possibility of an

excusable delay. As previously noted, Government actions or inactions

may serve to establish an excuse for performance failure. Additional

examples of excusable delays are set forth under paragraph (c) of the

"Default" clause. Essentially, in order to establish an excusable delay,

it must be demonstrated that any performance failure arose out of causes

beyond the control and without the fault or negliqence of the contractor.

Special criteria are included for delays caused by subcontractors. Such

delays must be beyond the control and without the fault or negligence of

either the prime or subcontractor. In this regard, it is essential that

the prime contractor has exhausted the possibility of obtaining the sub-

contracted items from other sources in a timely manner. If it is deter-

mined that an excusable delay exists, the contracting officer must determine

whether or not to continue performance. If so. a revised delivery schedule

should be established, and the contract should be modified accordingly.

If not. a termination in lieu of default (most often a termination for
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convenience) should be effected. In the event that no excusable delay is

apparent, the contract will not automatically be terminated for default.

However, the first hurdle has been cleared.

The second major consideration in this regard is to determine if the

contractor's failure to make progress, in fact, seriously endangers per-

formance. On the surface this seems redundant to the previous determination

that performance was in jeopardy. However, in making the present decision

the contracting officer must apply much more exacting criteria. This is

due to the fact that the Government has a heavy burden of proof in pursuing

and sustaining an expectant default termination. This is an evolving area

of case law, and the need for assistance from legal counsel is once again

emphasized. However, certain basic guidelines can be offered. It was

traditionally held that a failure to make progress could not be demonstrated

unless it was impossible for the contractor to complete performance of the

contract within the time remaining on the schedule. This placed the con-

tracting officer in a very difficult position. In essence, he could not

confidently terminate for default until such time as the contractor could

no longer complete the effort, even if efficiency and tempo were increased.

Consequently, it was virtually impossible to terminate a contract early

enouqh to replace a delinauent contractor and obtain performance in a

timely manner. 19However, a recent decision of the Armed Services Board

19
Government Contracts Program. pp 168-169.
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of Contract Appeals (ASBCA) appears to have relaxed the burden of proof

requirements to some degree. in a 1977 decision, the Board found that[

the Government was not required to prove that it was impossible for the

contractor to complete performance on schedule. Rather, the Government was

only required to prove the followinc,:

(a) That there was a lack of progress; and

(b) That contract comipletion was, therefore, endangered since there

was no "reasonable likelihood" of recovery.

This would appear to be a major relaxation of the previous burden of

proof standards. However, the Board emphasized the fact that the

contractor had failed to satisfactorily reply to the contracting officer's

requests for information to assure that timely performance was still

possible. Such failure was. in effect, viewed as anticipatory repudiation
20

of the contractor's obligations. Therefore, it is by no means clear

whether this decision represents a relaxation of the burden of proof

criteria or simply a definition of actions (or inactions) constituting

anticipatory repudiation. In either event, some liberalization in the area

of expectant default is indicated. This, in turn, provides some encourage-

ment for pursuit of terminations on that basis in the future. However,

two additional points must be made. First, even if a more liberal doctrine

is adopted, solid factual data upon which to forecast an ultimate performance

Marshall J. Doke, Jr., ed., Developments in Government Contract Law:
19.77 (Chicago: American BarAssociation -T-9TAT,-p 194-198. -
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failure is required. Compilation of this data is clearly the responsibility

of the contracting officer. Counsel can advise if the legal doctrines

support a default termination based on the information at hand, but no lawyer

can offer an opinion without a solid factual basis. Second, in order to

build a case, the contracting officer must have visibility of performance

progress. In order to obtain this visibility, the steps outlined in pre-

ceding sections should be followed.

Once the above criteria are met, the contracting officer has essentially

established that grounds for an expectant default termination exist.

However, this does not mean that this course of action is in the best

interest of the Government. In short, the action is still discretionary.

DAR 8-602.3 provides that when a default termination is being con-

sidered, a decision as to the type of termination action to be taken

(i.e., for default, for convenience, or a no cost cancellation) shall be

made only after review by procurement and technical personnel, and by

counsel, to assure the propriety of the proposed action. Factors to be

considered include:

(a) The provisions of the contract, and the applicable laws and

regulations;

(b) The specific failure of the contractor, and, time permitting,

any excuses for such failure (see above);

(c) The availability of alternate sources for reprocurement;
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(d) The urgency of the requirement, and the leadtime associated

with reprocurement as compared with the time in which delivery could be

made by the original contractor;

(e) The essentiality of the contractor in the Government procurement

program, and the effect of a default termination on its capability as a

supplier under other contracts;

(f) The effect of the default termination on the ability of the

contractor to liquidate guaranteed loans, progress payments, or advance

payments; and

(g) Any other pertinent facts and circumstances.

With regard to item (f), above, the Army DAR Supplement provides that,

except in cases of bankruptcy, contracts involving outsanding guaranteed

loans, progress payments, or advance payments shall not be terminated for

default without prior coordination with the Head of the Procuring

Activity or his representative. 21

Having considered the factors discussed above, the contracting officer

may determine not to pursue a termination for default. If not, several

alternatives are set forth in DAR 8-602.4.

First, he can permit the contractor, his surety or his guarantor to

continue performance under a revised delivery schedule. In the absence

of an excusable delay, any schedule extension should be supported by

21 Army DAR Supplement 8-602.3(a).
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consideration to the Government. Such consideration may be in many forms.I

A suggested form under these circumstances is the incorporation of addi-

tional contractor reporting requirements into the contract. In view of the

fact that there is no assurance that the contractor will be able to perform

in accordance with the revised schedule, intensive management should be

applied during the ensuing performance period. Consid'eration in the form

of additional progress reporting will facilitate this increased management

appl icati on.

Next, the contracting officer may permit the contractor to continue

performance by means of a subcontract, or other business arrangement, with

an acceptable third party. Any such agreement must adequately protect the

riqhts of the Government. Whatever measures that are necessary should be

employed to insure the responsibility of the third party. Again, intensive

management is indicated.

Finally, if the requirement no longer exists, and if the contractor is

not otherwise liable to the Government for damages, the contracting officer

may execute a no cost termination settlement agreement.

determines that a termination for expectant default is in the best interest

of the Government. he should immediately issue a 'cure notice" to the
22 A

contractor. The cure notice must be in writing, must specify the failure

constituting default, and must provide a period of ten days (or longer if

22
If less than ten days remain before delivery is due, it is normnally

advisable to forego a cure notice, wait until a delivery failure occurs,
and proceed with termination on the basis of actual default.
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authorized) to cure the failure. A cure notice is intended to provide the

contractor with an opportunity to cure the cited problem prior to the

implementation of default terminations procedures.23 If the contractor's

reply satisfies the contracting officer that the problem has been corrected,

performance must be allowed to continue. Intensive management should, of

course, be applied. If the problem has not been corrected, or if no reply

is forthcoming, the contracting officer should immediately terminate for

default.

As provided by DAR 8-602.3(d), the notice of termination shall:

(a) Set forth the contract number and date;

(b) Describe the acts or omissions constitutino the default;

(c) State that the contractor's right to proceed further with

performance of the contract (or a specified portion thereof) is cancelled-

(d) State that the supplies or services terminated may be repro-

cured against the contractor's account, with the contractor being held

liable for any excess costs;

(e) State that the Government reserves all rights and remedies pro-

vided by law or under the contract in addition to charging excess costs; an,

(f) State that the notice constitutes a decision that the con-

tractor is in default as specified, and that the contractor has the riqht

to appeal as specified in the "Disputes" clause of the contract.

23 DAR 8-602.3(b)(4) provides that a copy of any cure notice issued to
a small business contractor is to be provided to the nearest SBA Regional
Office.
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The DAR goes on to advise that the notice of termination should also

be used to rebut an allegation of an excusable delay, if appropriate.

This is particularly important in that the notice of termination will be a

primary piece of evidence in the event of an appeal to the ASBCA or the

courts. The inclusion of rebuttals thus helps to establish the record

upon which the appeal will be judged.

A few comments on termination notice draftsmanship are in order. The

introductory paragraphs should include a brief recitation of findings of

fact. As in the case of rebutting excusable delays, this can serve as a

means of building a factual record which is favorable to the Government's
24

case. This is not to imply that such findings should not be objective

and impartial. It is simply an opportunity to present the data which

resulted in the contracting officer's determination to terminate for

default. This should be followed by a formal determination that the tdctual

data thus cited constitutes default under the purview of the clause. This

determination should be stated in broad terms, if possible, in order to

provide counsel the maximum latitude in the event of appeal. Finally, if

the contract includes unliquidated progress payments, a statement of demand

for the amount of such payments should be included. 2 5 In the event of

contractor bankruptcy, a claim in the amount of the unliquidated progress

payments should be filed with the appropriate court and cited in the notice

of termination.

24
It must be emphasized that this information will only serve

as a part of the factual record upon which any appeal will be judged;
it is not binding on the board.

25
See paragraphs (h) under DAR 7-104.35(a) and (b).
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As a final step in the termination process, the file should be properly

documented in accordance with DAR 8-602.5.

2. Actual Default.

This type of contractor default occurs when the required delivery

date has actually passed without satisfactory performance. Many of the

considerations required of the contracting officer in determining whether

or not to pursue a termination for expectant default are also applicable

here. Such common areas will simply be cross referenced below. The

emphasis of this section will be on the differences in the treatment of

Actual Default. Figure 8 depicts the decision tree applicable to this

type of Default Disposition.

Anticipatory breach is not normally an issue in the case of an actual

default in view of the fact that an actual performance failure has occurred.

However, in an analogous situation, the contractor may have repudiated his

obligation to perform. This may be evidenced by an expression of intent

to discontinue performance. such as a letter stating the contractor's

intent. It may also occur by virtue of the contractor's action, such as

abandoning its facilities and filing for bankruptcy. Either action con-

stitutes grounds for a default termination. Procedurally, the only

peculiarity of this circumstance to negate the use of a 'show cause"

letter (see discussion below).
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If the contractor has not repudiated its obligations under the contract,

the contracting officer should first determine if there has been a waiver

of the right to terminate for default on the part of the Government. In

essence, the Government is allowed a reasonable period of time after a

contractor has become delinquent in which to act upon a possible termination

for default. This is called the period of forebearance. However, if the

Government takes an urreasonable period to make its decision, it may have

waived the delivery schedule. This, in turn, waives the right to terminate

for failure to deliver in accordance with that schedule. There is no

fixed standard of reasonableness in this regard. The amount of time which

is reasonably required to reach a determination is dictated by the cir-

cumstances at hand. However, there are two basic elements required for

waiver of a delivery schedule.

(a) Reliance by the contractor on conduct by the Government which

encourages continued performance after the delivery date has passed- and

(b) Incurrence of performance costs as a result of such reliance.

If schedule waiver has occurred, the contracting officer must determine

whether or not to continue performance. If not, a termination in lieu of

default (as discussed above) is appropriate. If performance is to be con-

tinued. two possibilities exist. Ideally, a revised delivery schedule should

be mutually agreed upon and incorporated into the contract by bilateral

agreement. If this is not possible, the Government can unilaterally
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establish a new schedule. The contractor must be clearly notified of the

new schedule; a unilateral modification of the contract is the preferred

method of notification. Further, the revised schedule must be both specific

and reasonable in view of the performance capabilities of the contractor

at the time the notice is given. 26Again, no rule of thumb exists forI establishing reasonableness. If the schedule is revised by either of the

above means, intensive management during the extended period is appropriate.

Assuming that an actual delivery slippage has occurred and that the

schedule has not been waived, the only remaining obstacle in determining

if grounds for default termination exist is eliminating the possibility

of an excusable delay. The basic guidance in this regard is set forth

under expectant default above. However, in the case of actual default,

the primary vehicle for surfacing a contention of an excusable delay is

the 'show cause" letter. 27This is essentially a notice to the contractor

that the Government is contemplating a termination for default. It pro-

vides the contractor with an opportunity to show cause why such a termina-

tion should not be implemented. Generally, a ten day period is provided

for response, although a longer period may be granted at the contractinq

officer's discretion. Normally, any cause cited by the contractor will

take the form of an excusable delay contention. If an excuse is alleged,

it must be considered on its merits. It should also be noted that the

26
Government Contracts Program, pp 173-174.

27
Unlike the cure notice discussed above, the use of a show cause

letter is not required; however, its use is strongly encouraged.
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show cause letter can serve a secondary purpose in avoiding the appearnce

of waiver. It is difficult for a contractor to allege that it was being

encouraged to continue performance at the same time it was being requested

to show cause why the contract should not be terminated for default.

If the contractor's reply to the show cause letter does not establish

an excusable delay, the contracting officer can be reasonably assured that

grounds for a default termination exist. He should then refer to the

guidance set forth in DAR 8-602.3 in order to determine if a termination for

default is in the best interest of the Government. With the exception of

the cure notice requirement in the case of expectant default, the factors,

options and procedures set forth in the preceding section are also appli-

cable to actual default.

As a final note on termination for actual default, the contracting

officer may wish to use a telegraphic notice of termination. While the

content of such a notice should reflect the DAR requirements outlined

above, it can be much less elaborate. The primary advantage to this procedure

is the avoidance of waiver. In evpry case, it should be followed by a formal

letter signed by the contracting officer which elaborates the contents of

the telegraphic notice.

3. -Partial1 Termination for Default.

This procedure is derived form the right set forth in the "Default"

clause to terminate "the whole or any part" of the contract. Its use within
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DARCOM is infrequent, and no recently completed actions were available for

review. However, personnel interviews indicated that it was a fairly

common oractice with ammunition producers during the Southeast Asian era.

During that period, requirements for ammunition were extremely urgent.

Further, an active base of multiple suppliers was maintained. If one of

these active contractors was unable to deliver a given monthly increment,

that increment would be terminated for default. The required quantity

would then be reprocured from one (or more) of the other active producers

which had excess capacity. The terminated increment was normally delivered

by the reprocurement contractor(s) in the following month, thus minimizing

impact on the load, assembly and pack lines at Governmert Owned Contractor

Operated ammunition plants. While the Government retained its rights to

assess excess reprocurement costs, this was normally unnecessary. First,

the industry was so competitive that minimal price differentials existed.

In fact, increased economies of scale might result in a lower cost to the

Government. Second, ammunition contractors are frequently dependent on

Government furnished industrial plant equipment. The contractor's default

was often a result of problems caused by malfunctions of this equipment.

If so. the delay was excusable. In sum, while technically a termination for

default, in practice this procedure more closely resembles a partial no

cost cancellation based on mutual culpability. Specific factors to be

considered when a partial default termination is contemplated are set forth

under DARCOM PI 8-602.3.
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F. REPROCUREMENT ACTION.

After a contract is terminated, the "default" clause provides the

Government the right to purchase the affected items from another source.

Any excess costs associated with such reprocurement are charged to the

defaulting contractor. In addition, paragraph (f) of the clause reserves

to the Government all other rights and remedies provided by law or under

the contract. These aspects of Reprocurement Action are treated in order

in ensuing paragraphs. Figure 9 graphically depicts this process.

1. Similar Item.

In order to repurchase against the defaulting contractor's account,

the requirement for the item must still exist. If not, no reprocurement is

pursued, and no excess costs are assessed. If so, the item repurchased

must be the same or similar to the item which the defaulting contractor was

required to deliver. The word "similar" as used in the "Default" clause

means similar in physical and mechanical characteristics, as well as func-

tional purpose. For example, the ASBCA has held the sbustitution of a

vacuum tube calibrator for a transistor (solid state) calibrator to be

substantially different.28 In another case. the ASBCA reduced the repro-

curement costs of a chair where the specifications were changed to add the

additional features of an adjustable back, deep cushioninq and an arm brace

29
on each side. Thus it can be seen that specifications must be materiall ,

28
Lome Electronics, Inc., ASBCA Nos. 8642 and 8707, 1963 BCA 3'3 '1963)

29
Carb Manufacturing Co., ASBCA No. 1164, 2 Government Contract Reports,
12,575 (at page 6430) (1953).
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similar. All other terms and conditions should also be as similar as

possible to the defaulted contract. In addition, the Government must

reprocure the terminated items within a reasonable time in order to hold the

defaulting contractor liable for excess costs. What is a "reasonable"

amount of time is dependent on all aspects of the situation at hand.

Finally, the reprocurement must be made at a reasonable price. Methods for

insuring price reasonableness are discussed in succeeding paragraphs.

2. Mitigation of Damages.

The Government has the duty to mitigate (i.e., minimize) the damages

to the defaulting contractor, in light of all facts and circumstances

surrounding the reprocurement. Such mitigation must be accomplished in

every way possible. For example, acceptance of partial delivery may be

possible. Similarly, the Government can take title to the defaulting

contractor's work in progress inventory and credit its fair value against

any excess costs. Sale of the contractor's inventory is also possible.

In another area, the Government should take advantage of available freight

savings on the reprocurement contract. Again, the means of mitigation are

largely dictated by the instant situation. The governing principle is to

minimize the reprocurement cost in any way possible.

A key aspect of mitigating damages is insuring that the price paid on

the reprocurement contract is reasonable. If not, the Government may lose
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its right to assess excess costs in whole or in part. In essence, all

actions discussed in the preceding paragraphs are aimed at insurinq price

reasonableness. However, of special concern is the method eroloyed to

effect the Reprocurement Action. Guidance in this regard is set forth under

DAR 8-602.6. Basically, the DAR provides that repurchase shall be at as

reasonable a price as practicable in light of quality and time constraints.

It is the time within which the reprocurement items must be obtained which

have the qreatest impact on repurchase methodology. The DAR states that,

except in cases where the reprocurement quantity is in excess of the termin-

ated quantity, use of formal advertising is optional. However, particularly

in cases where the original procurement was formally advertised, this is

the preferred method of placement. Time is the pacing factor for the use

of formal advertising, as the steps required cannot norrlally be compressed.

Even if formal advertisinq is employed, the award of a reprocurement con-

tract to the low bidder does not insure price reasonableness. However, it

is the safest course of action to pursue. In the event that circumstances

do not Permit formally advertised placement, the contracting officer is

authorized to negotiate under the aut'ority of any DA2 exception which isI apor( nriate.30Ifneoft

poronriate. 30 If none of thes,, exceptions is used, the reprocurer.ent con-

tract is to be identified as a ret)urchase in accordancr with the "Default"

clauses of the defaulted contract. This will servc as the authority to

30
PAR 3-201 throuoh 3-217.
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negotiate. If the reprocurement is negotiated, competition should be em-

ployed to the degree possible. This may take the form of telephonic

quotes, similar to small purchase procedures (i.e., informal competition).
I

In the event that urgency precludes competition of any sort, the contract

must be placed on a sole source basis. The second low bidder on the

defaulted contract may be willing to undertake the work at the price

originally quoted. A prior producer is another possible source for repro-

curement. The principle which must be remembered is that the contracting

officer has the duty to select the method which will mitigate the defaulted

contractor's damages within the time constraints imposed.

3. Assessment of Excess Costs.

Having accomplished the reprocurement in accordance with the above

guidance, DAR 8-602.7(c) requires the contracting officer to make a written

demand on the defaulted contractor for any excess costs. It is important

to note that, while the DAR indicates that this action is to be taken as

soon as the reprocurement contract is awarded, the ASBCA has generally

held that excess costs cannot be collected until the repurchase contract
31

has been performed and payment has been made The debt thus established

is transferred to the Director of Contract Financing, Office of the

Comptroller of the Army, for collection.
3 2

31
See,e.g., American Supply Co., ASBCA No. 13558, 69-1 BCA, 7700 (1969).

32
OAR E-611.
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4. Other Rights and Remedies.

As previously noted, in addition to excess reprocurement costs,

the "Default" clause reserves to the Government all other rights and

remedies provided by law or under the contract. This is a rather rare

occurrence and will be treated briefly here. An example of an additional

remedy under the contract would be the collection of liquidated damages

under the purview of DAR 7-105.5. With regard to rights provided by law,

the Government might be due payment for costs attributable to schedule

lapses at a production line which was dependent on defaulted components.

In assessing such damages, the Government must show that the damages were

foreseeable and in the contemplation of the parties at the times of award.

Again, counsel involvement will in all likelihood be required prior to

initiating such remedies.
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CHAPTER III

Contract Termination Experience

A. Overview.

Succeeding sections of this chapter are presented in parallel with the

time phased decision points identified in the Prescriptive Model for Per-

formance Mlanagement. However, before proceeding with this analysis some

comments regarding the overall system are in order.

First, this research uncovered no majrr problems with either Default

Disposition or Reprocurement Action per se. However, the steps taken by

DARCOM contracting officers to prepare for the eventuality of a performance

failure require improvement. Consequently, the emphasis in the remainder

of this chapter is placed on weaknesses noted in these early phases of the

acquisition cycle.

Second, evidence gathered during this research indicates that there is

a definite pattern to contracts which are ultimately terminated for default

within DARCOM. Figr 10 presents summary level data to support this

conclusion.

FIGURE 10

Data on Defaulting Contracts

Total Contract Type' Placement Method 3usiness Size
Contracts
Reviewed FFP Other FADfSBRAD10ther N/A Small Larg N/A

59 58 1 15 31 9 4 571

LEGEND: FFP = Firm Fixed Price
FAD = Formal Advertising

SBRAD = Small Business Restricted Advertising
N/A = Not Available for Review
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The above statistics indicate that the vast majority of default termina-

tions effected by DARCOM Readiness Commands involve firm fixed price con-

tracts placed with small business firms by means of either formal or small

business restricted advertising. The 59 default terminations covered by

these statistics are considered to be representative of recent DARCOM ex-

perience in this area. With regard to FY 77 and 78 actions, the DD Form

350 sample included a total of 117 "termination or cance"11.tion" actions.

Command input indicated that only 19 of these actions represented termina-

tions for default. Assuming that all "terminations or cancellations" were

accurately reported, this figure represents the total population of default

terminations of contracts in excess of $10,000 for the two fiscal years
3 3

surveyed. Sixteen of these actions were reviewed, and the results are

reflected in Figure 10. It should also be noted that DD Form 350 data was

available for the remaining three actions. This data reflected that each

was a firm fixed price contract with a small business; two were formally

advertised, and one was a small business set aside. With regard to FYt 79

actions, the Commands were requested to identify all default terminations

effected through Mlay 1979. Thirty-six actions were identified, of which

seventeen were reviewed. Seventeen of the remaining actions involved the

33
As previously noted, the actions of two commands were reduced by means

of systematic sampling. This resulted in a total of 64 actions for which
no information was solicited from the commands. However, by applying the
same ratio of default terminations to total actions as was reflected in the
sample to these 64 actions, it is projected that only 8 default terminations
were excluded as a result of sampling.

84



AD-AO89 515 ARMY PROCUREMENT RESEARCH OFFICE FORT LEE VA F/f 15/5

AUETECTION ANIDACE OFM CA CTR EALT.
AUG.. . 0 S 0EETO AN VIDA E 0OF CA CTR DFUT.U

UNLSSIFIED A PR-8088 N

E1-hhEEMhEEMMhNE
mhEMMhMhMhhhEEE
UMMMMMMM



1.81

IIIIIL

MI RC I I IL I II ION 1 I I I.\I I



termination of unilateral purchase orders of less than $10,000 in value.

Exclusion of these actions maintains parallelism with the FY 77/78 data, as

such terminations would not require DD Form 350 reporting. The remaining

two actions were not reviewed due to time constraints. Finally, a total

of 26 additional actions were identified in the course of on site research.

These were a mixture of (1) FY 79 actions taken after May 1979; (2) FY 77/78

actions under $10,000 for which no DD Form 350 reporting was required; and

(3) FY 77/78 actions for which no DD Form 350 reporting was accomplished

for other reasons. In view of the above, the population reflected in Figure

10 is considered to closely approximate the total DARCOM experience in de-

fault terminations for the period under study. The only caveat to this

assertion is to reemphasize the fact that purchase orders of less than

$10,000 are generally excluded.

The high incidence of firm fixed price contracts confirmed the tradition-

al wisdom in this regard. The application of a fixed price contract pre-

supposes a definitive baseline for performance measurement. Assuming that

the Government fulfills its contractual obligations, total risk for success

or failure is allocated to the contractor. It logically follows that term-

inations for default are a more viable possibility in such a definitive

contractual environment. The fact that advertised placement is so prevalent

is more difficult to explain. Data extracted from the Department of the

Army Procurement Statistics for the period of 1 October 1976 through 31

March 1979, reflects that only 10.15% of contracts issued by DARCOM were

placed by formal advertising or under the exceptions for small business set
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asides. However, data collected for this study indicates that 83.6% of

default terminations taken during a similar period were placed by these

methods. The reasons for this disparity are not readily apparent.

The explanation may lie in an inherent characteristic of advertised

procurement. That is, a competitive strategy envisions only limited, for-

mal communication between buyer and seller prior to award. Such limited

communication provides little opportunity to resolve misunderstandings

which may ultimately lead to performance failures. Nevertheless, while

this characteristic may well contribute to an increased default probability,

it is not considered to be the primary cause. In fact, it is believed that

no direct causal relationship exists. A more plausible explanation lies in

two outcomes which are encouraged by advertised procurements. The first is

the "buy-in" proposal. This practice is not unique to formal advertising,

but a system which relies entirely on price competition increases the like-

lihood of its occurrence. The second contributing factor is the increased

probability of award to a small business. The "open market" philosophy of

formal advertising, coupled with a source selection process which requires

that offerors meet only minimum standards of responsibility, contributes

to contracting with small firms. In the case of small business restricted

34
This figure is somewhat different than the traditional methods of

comparative analysis in that contracts which were negotiated under the
authority of DAR 3-203, Purchases Not More Than $10,000, are included.
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advertising, of course, participation is limited to small firms. The

potential problems associated with small business placement are discussed

below.

The fact that small business concerns make up such a high proportion

of defaulting contractors deserves special attention. Various opinions as

to the reasons for this distribution were advanced by the individuals in-

terviewed in the course of the study. For example, various contracting

officers noted that they must often deal with a narrow base of large

business producers on a repetitive basis. They asserted that default term-

ination for an isolated performance failure is not feasible in such an en-

vironment, due to the ill will created with a necessary and normally re-

liable firm. In the extreme, a valuable producer might be driven from the

market. Others frankly admitted the political influence which can be

brought to bear by major companies. However, the most prominent reasons

cited were as follows. Small business firms generally possess less tech-

nical expertise than larger firms, which results in lesser problem solving

ability. More importantly, small businesses are often thinly capitalized.

While the SBA loan program provides needed debt capital, tight monetary,

policies may adversely impact this program. As a result of cash flow

problems, even if problem solving expertise does exist, the ability to

absorb any losses which result from technical difficulties is very limited.

Thus, while contractors of any size may encounter performance problems, the

severity of their impact is much more acute in the case of a small business.

The evidence gathered in the course of this research lends credence to this

theory, as thirty of the small business defaults included in the data base

stened directly from financial problems. The problem can be further
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compounded by the "domino effect," whereby difficulty on one contract,

coupled with limited financial resources, results in the inability to

continue performance on other active contracts. In summary, larger com-

panies may, in fact, possess the competitive or political leverage to resist

default termination. However, it is felt that their greater human and

financial resources often serve to reduce the severe impact of performance

difficulties, thus forestalling default termination.

With this background, the following sections will turn to a more de-

tailed analysis of current procedures in relation to the prescriptive

model.

B. Contract Strategy Formulation.

With regard to the utilization of criticality indicators, the contract

files reviewed in the course of this research did not reflect the system-

atic prioritization of contract management resources on the basis of either

requirement urgency or dollar amount. It should be noted that the term-

inated contracts in the sample population were generally of a relatively

low dollar value. Such files might be expected to include rather minimal

documentation based on this criteria alone. However, many of the require-

ments reflected a level "A" Criticality Designator. As emphasized above,

both of these parameters must be weighed in determining the appropriate

level of contr6ct management to be applied. At present, no effective

prioritization of resources is evident.

The effective use of predictive indicators was similarly lacking.

There was no evidence of historical analyses of the success or failure of

applying price competitive strategies to previous buys. Apparently,
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no data base exists for this purpose. Consequently, any historical insights

are provided by the contracting officer's experience with the item in

question. This informal methodology may be effective in some instances. How-

ever, its validity is questionable in view of the frequent personnel ro-

tations noted during the reviews. Further, no effective mechanism for

analyzing current market conditions was evident. Again, this may be ac-

complished informally, but there is apparently no systematic approach.

Finally, in no case was there any indication that specification adequacy

had been independently reviewed and verified. This could be assumed to

be reflective of excellence in technical data packages. However, approval

of waivers or deviations preceded nine default terminations in the data

base. Further, specification deficiencies led to no cost cancellations

in three additional cases. Had these deficiencies been corrected, satis-

factory performance might have resulted. If performance failure resulted

despite correction of the specification deficiencies, an element of Govern-

ment culpability would have been removed, and termination for default

might have been possible. In either case, the Government's interests

would have been better protected. A need for improvement in this regard

is indicated. In summary, there is little evidence of a systematic ap-

proach to the identification or utilization of predictive indicators during

early planning phases of the process.

This general absence of early analysis and planning leads directly to

two specific shortcomings. First, contracting officers have little visi-

bility of potential problems and are unable to tailor their solicitations

accordingly. Inclusion of special reporting requirements was infrequent
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and inconsistent. As briefly alluded to above, pre-delivery milestone re-

porting has occasionally been used as a contractual vehicle for attaining

early visibility of contractor progress. However, in the cases reviewed,

such reporting was incorporated into the contract during performance as

consideration for the relaxation of other requirements. Nevertheless,

the technique offers promise for increased application during contract

strategy formulation. The contract files reflected a similar absence of

the inclusion of special responsibility requirements in solicitation doc-

uments. It is once again emphasized that such requirements cannot be un-

duly restrictive of competition. However, if judiciously applied, the

utilization of special responsibility requirements may be advisable for

complex items which require specialized expertise, facilities or equipment.

A second outgrowth of incomplete planning was evidenced by the lack

of early coordination with other functional elements. This does not need

to be a formal procedure in every instance. Again, this may currently be

accomplished informally, but the files reflected no documentation of such

efforts. It is obviously advantageous to know one's functional counter-

parts. This is particularly important in accomplishing contingency plan-

ning when the contracting officer's analysis casts doubt on the successful

acquisition of an urgent requirement. However, neither predictive nor

criticality indicators are evidently being utilized consistently in this

regard.

It is felt that the deficiencies outlined above are indirectly attrib-

utable to the personnel resource limitations being experienced by the

commands. Much of the available manpower is consumed in the oIbligation
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of funds. Pressures associated with obligation responsibilities are such

that few residual manhours are available for thorough planning. The neg-

ative effect of current manpower levels is a recurrent theme of this re-

port. It is first manifest during the initial planning phase, but it is

evident throughout the contract management cycle. Frequent rotation of

contracting officers also compounds the problem. In the absence of addi-

tional personnel resources, coupled with a revised management emphasis,

some of the improvements reconmmended by this study may not be possible.

Increased utilization of automated data processing equipment (ADPE) offers

somie hope of alleviating the expenditure of manhours on repetitive tasks.

For example, when fully implemented, the Procurement Automated Document

Data System (PADOS) should relieve some of the burden of solicitation

preparation and allow more time for thorough planning. Nevertheless, an

overall increase in personnel ceilings may be required.

C. Source Selection.

The first problem noted in this phase concerns the identification of

"buy-in"' proposals. There is apparently no standard for isolating such

bids. Bid abstracts were available for 39 of the contracts which were

ultimately termir'ated for default. Only three of these files indicated

overtly that a "buy-in" was suspected. However, closer scrutiny of the

contract files revealed price differentials which were felt to warrant

the classification of eleven additional bids as "buy-ins." Both conclusions

were necessarily judgmental. The resulting disparity illustrates the in-

consistencies that can occur when this aspect of Source Selection Is left

to subjective evaluation. A more objective standard is needed. This could
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be based on a percentage differential from either the Government estimate

or from the mean of other bids. As previously noted, 30 of 59 default

terminations reviewed stemmed directly from financial insolvency. Given

this pattern, increased sophistication in the identification and investi-

gation of "buy-ins" is needed. This will either preclude award or identifyF

the resultant contract for intensive management application.

With regard to the effectiveness of the contracting officer's respon-

sibility determinations, several weaknesses were noted.

The most critical shortcoming regards the Government's ability to ef-

fectively analyze the prospective contractor's financial condition. Of

the 30 default terminations resulting from financial insolvency, pre-award

surveys were available for 24 contracts. In no instances was other than

"complete award" recommended. However, in nine of these cases, review of

the survey data indicated that financial problems were evident at the out-

set. Such factors as the current and acid test ratios were marginal or

unacceptable. Cash flow problems and a pattern of loss were present. The

above facts can lead to two conclusions. Both are considered valid, to a

certain extent.

First, it could be concluded that the financial data which is current-

ly relied on is inadequate. Referring back to the 24 surveys discussed

above, even if the nine which were considered marginal by the researchers

are deducted, 15 cases remain in which no adverse indicators were present.

One explanation for this lies in the fact that current regulations do not

require the submission of certified financial statements for review. Un-

certified statements can obviously be overly optimistic and/or
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self-serving. Interviews with DCAS analysts revealed a particular problem

with regard to inflated inventory valuations. A partial answer to this

problem is to compare interim statements with year end statements. The

latter do require independent certification, and any gross variances

should trigger further investigation. However, the timing of the survey

request may make meaningful comparisons difficult.

A second possible conclusion would be that the current analysis tech-

niques do not adequately differentiate between marginal and solvent firms.

This may be largely the result of deficient data. However, it was dis-

covered that present techniques rely on analysis of key information from

the current financial statements only. Historical trend analysis is

performed only when marginality is reflected on the face of the current

statement. It is felt that a more comprehensive review of historical data

would be most beneficial in identifying adverse trends. Such trends could

then be projected into future periods in order to predict the firms finan-

cial posture throughout the life of the contract. Increased ADPE utili-

zation is also indicated. A detailed discussion of some promising ADPE

techniques is reserved for Chapter IV of this report.

In sum, the area of projecting financial capability is one of the

major problem areas identified by this study. An aggressive effort toward

improvement is definitely in order. Two actions intended to facilitate

improvements within DARCOM are recommnended under section B.2.a. in

Chapter IV of this study.

Two final points regarding pre-award surveys are in order. First, it

has long been recognized that improvement is necessary in the use of past
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performance data in the Source Selection process. At present, while DCAS

comments concerning a prospective contractor's performance record are

normally included in pre-award surveys, there is apparently no effective

means of incorporating such considerations into responsibility determina-

tions, It is felt that advances in data storage and retrieval capabilities

provide the means of utilizing such data in the future. This is considered

to be a prime area for further study; a suggested approach is included in

Chapter IV of this report. Finally, a weakness was alleged in the ability

of OCAS to project the impact of multiple awards on the contractor's future

capacity. Various contracting officers felt that DCAS reviews each poten-

tial award in a vacuum, without giving due consideration to the probability

of the contractor receiving awards on other outstanding proposals. If the

contractor is "too successful," multiple awards can place a strain on both

its financial and manufacturing resources. The cognizant DCAS office is

the only source of information in this regard due to its multi-service

orientation. Consequently, impetus for improvement must come from that

organization. However, as pointed out by DCAS,it is difficult to recommend

no award simply because a contractor has bid on other work and may be

awarded some or all of it. From that perspective, a potential award is

reviewed independently, but not "in a vacuum." This is a difficult problem.

Suffice to say that this type of information should be solicited from OCAS

and analyzed carefully. In questionable situations, the contracting

officer would be well advised to telephonically update the contractor's

status just prior to award.

In a closely related area, there was a total absence of COC requests

in the population of contracts reviewed, despite the fact that 58 of 59
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actions involved small business contractors. This could be due to the

fact that pre-award surveys are overly optimistic in their evaluation of

contactr'sresponsibility. There is some evidence to support this con-

tention. Pre-award surveys were available for 42 contracts, and only oneh

recommended less than full award. However, the contracting officer has a

responsibility to independently analyze the factual data supporting the

DCAS recommiendation. In 12 cases, an independent review by the researchers

revealed various elements of marginal responsibility. Had such an in-

depth review been conducted upon receipt of the survey, SBA could haveI

been advised of the contracting officer's intent to make a nonresponsibility

determination. This, in turn, would have provided an opportunity for COC

procedures to be initiated. The results of such initiatives are entirely

speculative, but had this step been taken, 12 default terminations might

have been avoided. At the very least, the contracting officer would have

fulfilled his obligation to exhaust all reasonably available information

regarding the firm's ability to perform. As previously noted, a COC re-

quest also serves the purpose of alerting the SBA to the contracting

officer's specific concerns, so that appropriate assistance can be

provided. 36

35
It should be noted that comments by DCAS Headquarters personnel

indicated that approximately 30% of all PAS's result in negative reconmmendations.
While no attempt was made to verify this percentage, there is no reason to
doubt its validity. Consequently, the results of this study may not reflect
the historical average in this regard.

Aresearch paper was recently completed for the Florida Institute of
Technology, entitled, "A Review of the Small Business Administration
Certificate of Competency Program." Based on a review of the total number
of COC's issued from FY 70 through FY 79, it was determined that only
5.5% of COC awards were terminated for default.
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Two additional aspects of Contract Strategy Formulation deserve atten-

tion. They each fall under the general area of contract construction. First

the utilization of a firmr fixed price contract was questionable in only one

of the 58 actions reviewed (the circumstances surrounding this case are

discussed under section E.3, below). Second, in no case was the advertised

placement of the contract questioned by the researchers. These observations,

coupled with the general pattern of specification adequacy aluded to under

section B, above, have led the researchers to conclude that most defaults

F result not from poorly constructed contracts, but rather from poorly per-

forming contractors. In order to effect significant improvements, a key

step is to augment our ability to distinguish between high risk and low risk

contractors either before award or during the early stages of performance.

The ability to make this distinction before award is the function of the

contracting officer's responsibility determination. In order to improve

decision making in this regard, the contracting officer must have better

information and better analytical techniques at his disposal. The ability

to identify high risk producers subsequent to award is a function of Contract

Management Application as discussed below.

D. Contract Management Application.

In essence, most contracts under DARCOM cognizance appear to receive

only exception management. This was reflected in the contract files re-

viewed as well as in interviews with various contracting officers. This,

in turn, forces the contracting officer into a reactive rather than an

active mode of performance management. Personnel limitations, coupled with

top management emphasis on the timely obligation of funds, precludes ef-

fective post-award surveillance. Absent effective performance visibility,

the contracting officer is unable to either implement corrective action
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or pursue a default termination in advance of an actual delivery failure.

Without an effective internal capability to measure performance, the

comm~ands are almost totally dependent on DCAS surveillance and reporting.

However, no individually tailored delegation letters which conveyed re-

requirement urgency, outlined areas of concern, or detailed special surveil-

lance/reporting requirements were noted in the contract files. There was a

smiliar absence of Post-Award Conference Records (DD Forms 1484) in the

files. As a result, DCAS must independently prioritize application of its

resources in a manner which may or may not agree with purchasing office

desires. Whatever avenue is chosen, improved communication with DCAS is

needed in this regard.

Even if it is assumed that OCAS's internal guidelines effectively

prioritize resource commitment and identify crucial surveillance parameters,

the availability of resources within DCAS is an area of concern. Like many

Government agencies in an era of budget reductions, OCAS has been faced with

a continuous lowering of personnel ceilings. This has led to a mode of

operation whereby the industrial specialist focuses on contractor-rather

than individual contract-surveillance. That is, individual contracts are

assigned to industrial specialists only when frequent in-plant surveillance

is required. This is known as Category I surveillance. For less critical

contracts, Category 2 surveillance is applied. Under this system, procure-

ment clerks perform administrative surveillance, with technical assistance

provided by the industrial specialist only as required. The lowest priority

contracts-unilateral purchase orders-receive Category 3 surveillance. For

contracts in this cateogry, no inquiry as to the status of performance is

normally made until 30 days after the delivery date has passed. Since

assuming this mode of operation in 1976, DCAS points out that the percentage
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of contracts receiving some form of predelivery (Category 1 or 2) surveil-

lance has increased from 55 to 75 percent. However, the percentage receiving

regularly scheduled (Category 1) surveillance by an industrial specialist has

actually decreased from 23 to five percent. While the cost effectiveness of

these methods cannot be judged, it is clear that in-plant predelivery

surveillance is now conducted on an exception basis in the majority of cases.

The strength of the Quality Assurance function has also been both quantita-

tively and qualitatively reduced as a result of personnel cutbacks and

downgrading actions. This depletes a primary source of information as to

the contractor's technical progress. Further, even if a given contract is

accorded a high surveillance priority, unless it is a major program it

will not receive the dedicated attention of either an Industrial Specialist

or a Quality Assurance Representative. Rather, itinerant personnel will be

assigned. This can result in significantgaps between in-plant visits. In

a similar vein, the detailed review requirements for progress payment re-

quests are being reduced. This trend can be expected to continue, and there

is even talk of automating the progress payment approval cycle. Consequently,

a primary avenue for financial surveillance is also being deemphasized.

In view of the above, it is evident that DARCOM's ability to pursue

terminations on the basis of Expectant Default is severly limited. In the

extreme, the inability to react to an Actual Default within a reasonable

forebearance period may result in waiver of rights and remedies.

E. Default DispOsition.

This section begins with the identification of problems associated with

Expectant and Actual Default Terminations, respectively. It concludes with

a discussion of some general findings which are conmon to both.

1. Expectant Default: The basic problem associated with Expectant De-
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fault is the general inability of DARCOM contracting officers to pursue

them effectively. Only seven of 59 default terminations reviewed were

based on failure to make progress. On the surface, this would not appear

to be a bad average. However, one of the actions resulted from anticipatory

repudiation, and the remaining six actions resulted from contractor bank-

ruptcy. The files reflected no reliance on adverse indicators which sur-

faced prior to the actual repudiation or bankruptcy. Thus, the ability to

identify and utilize adverse indicators has not been demonstrated. In

short, the classification of these terminations as Expectant Defaults was

determined by the timing of the contractor's financial difficulties rather

than by excellence in contract management.

The relative absence of Expectant Default terminations can be attrib-

uted to three factors. First, as previously noted the Government has a

heavy burden of proof in this regard. While there is some evidence of a

relaxed standard, the burden of proof is still clearly on the Government.

Further, a stigma may still persist from the previous ASBCA standard. The

net result is that an Expectant Default termination is a difficult under-

taking in the best administrative circumstances. However, DARCOM contrac-

ting officers do not operate under ideal conditions. This is the second

major contributing factor. Due to the general reliance on exception man-

agement, the contracting officer is often unable to compile or analyze the

factual data required to support an Expectant Default termination in a

systematic manner. Finally, the stringent legal doctrines, together with

limited performance visibility, lead directly to the third problem: the

general hesitancy of contracting officers to pursue Expectant Default term-

inations. This attitudinal problem is a general concern which will be
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raised again in ensuing paragraphs. However, it is particularly no-

ticeable in the case of Expectant Defaults.

2. Actual Default: No major weaknesses were noted in this area.

However, while the evidence is inconclusive, the subject of waiver deserves

some comment. As noted above, the waiver period for each action is de-

termined by the situation at hand. However, by applying a convention that

30 days of inaction would constitute waiver, fifteen actions exceeded the

limitation. Ten of these actions involved bankruptcies, and the time

lapse is attributable to awaiting the ultimate resolution of contractor's

financial solvency. This is a discretionary area and the wisdom of de-

ferring termination is speculative. In view of the fact that all ten

eventually resulted in bankruptcy, no material harm resulted. The re-

maining five actions are more disturbing, as the period of inactivity could

be construed as a waiver. Some action would have been advisable immediately

upon delivery slippage. The prompt issuance of a show cause letter re-

presents affirmative evidence that time is still of the essence, thus pro-

tecting the Government's rights and remedies. Once again, the evidence

does not indicate a major problem. However, proper utilization of the

performance management techniques advocated by this study should preclude

such occurrences.

3. General Commnents. With regard to the discretionary judgments made

by DARCOM contracting officers in &termining Default Disposition, no major

problems were indicated. Of the 59 default terminations reviewed, one

decision may have been questionablP. This was a firm fixed price contract

involving considerable development efforts. There was some evidence of

Government redirection of effort and delays in design approval. Therefore,
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an excusable delay may exist. It is understood that the action is under

appeal, so the issue is not resolved. This appears to be a marginal sit-

uation, and a termination for convenience might have been more advisable.

At worst, the contracting officer was merely overzealous in protecting

the Government's rights. Secondly, as noted in Chapter 1 , 23 convenience

terminations and 13 no cost cancellations were also reviewed. The objec-

tive of this effort was to determine if the performing contractors were,

in fact, in a defaulting status at the time of termination. If so, the

action was viewed as a lost opportunity to terminate for default, and

causative factors were sought. Only two of the 23 terminations for con-

venience were considered questionable. One of these was delinquent at the

time of termination. However, the contract file was devoid of documenta-

tion, and no conclusion could be reached as to whether an excusable delay

existed. The other contract reflected technical difficulties with some

degree of Government culpability. Therefore, the convenience termination

may kiave been the contracting officer's only recourse under the circum-

stances. Finally, there was no basis to fault the contracting officer's

judgment in any of the 13 no cost cancellations reviewed. In fact, several

of these actions could well have been terminated for convenience in view

* of the fact that the Government contributed in some degree to the contrac-

tor's failure. Only aggressive action on the part of the contracting

officer at the time of Default Disposition is considered to have avoided

termination settlement costs. In summiary, it can be deduced that DARCOM

contracting officers are exercising sound judgment in determining to pur-

sue a termination in lieu of default when the circumstances warrant such
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action. However, in certain cases it was felt that more thorough efforts

during Contract Management Application might have precluded Government

culpability in the resultant default. This, in turn, would have left all

options open to the contracting o'ficer at the time of Default Disposition.

The question that remains unanswered with regard to Default Disposi-

tion is whether a significant number of delinquent contracts are being

modified to provide schedule extensions when such action is not in the

Government's interest. A data base was not readily available to make this

type of review. However, some comments gleaned from contracting officer

interviews can be offered. The reasons most often cited for opting for

a schedule extension in lieu of termination parallel the considerations

called for by DAR 8-602.3(a)(iii)(iv) and (v). As noted in Chapter 2,

DAR 3-602.3(a)(iv) cautions the contracting officer to weigh the time

required for Reprocurement Action against the time in which delivery could

be obtained from the delinquent contractor. This is a logical tradeoff

which must be analyzed in each case. The ultimate purpose of a default

termination should not be to punish the delinquent contractor, but rather

to obtain performance in the most timely manner possible. Adequate con-

sideration should, of course, be sought for any schedule extension granted

to the delinquent contractor. With regard to items (iii) and (v), the

commands must often deal with a relatively narrow base of producers.

Each could be considered essential to the Government procurement program

(item (v)). Terminating a base producer may not only affect its ability

to perform other current contracts, but its availability as a future

contractor as well. In the extreme, no alternate source may be available
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(item (iii)). These are certainly legitimate considerations. However,

interviews with personnel other than contracting officers (i.e., legal

and command representatives) reflected a general perception that there is

a widespread hesitancy to terminate for default. It is felt that manage-

ment emphasis on pursuing legitimate default terminations, together with

additional training in this area, will go far toward insuring that no bias

in favor of schedule extension exists.

One final point with regard to Default Disposition is offered for

consideration. A number of lawyers interviewed in the course of this

study asserted that there is an over-reliance on the office of counsel on

the part of contracting officers. For example, it was alleged that con-

tracting officers are frequently not abreast of basic legal doctrines and

burden of proof standards. Misunderstanding of cure notice requirements

was also cited as a problem. Finally, lack of expertise in factual data

compilation was noted by counsel. DARCOM PI 8-602.3(b) is specific in

allocating this responsibility to the contracting officer. However, various

lawyers alleged that they are often relied upon to compile the case file

in support of a termination action. There was no documentary evidence to

either support or challenge these assertions. To the degree that they

are valid, it is believed that each problem is largely attributable to the

fact that terminations for default are generally isolated, non-repetitive

actions. Contracting officer., do not pursue such actions on a regular

basis, and they simply become out of practice in executing their respon-

sibilities. Nevertheless, while counsel has an important role in Default

Disposition, the responsibility ultimately rests with the contracting
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officer. This study advocates close coordination with the legal element,

but this does not mean that contracting officer responsibilities should

be abdicated. Each element has distinct responsibilities in pursuing

default terminations, and teamwork is the key to success.

F. Reprocurement Action.

The information gathered in the course of this study revealed very

few problems with respect to Reprocurement Actions. The procedures set

forth in the prescriptive model were being followed in the cases reviewed.

However, it should be emphasized that it is the assessment of reprocure-

ment costs which normally triggers litigation. Therefore, contracting

officers must carefully weigh and document all actions taken during this

phase of the process. Several instances of appeal to the ASBCA were, in

fact, noted. However, certain of these appeals never reached the ASBCA

because a mutually agreeable monetary settlement was reached before the

case was heard. While these settlements were significantly less than the

amount of excess costs assessed, the procedure has certain merits. It

avoids the cost and delay of litigation. Further, the settlement amount

accrues directly to the command, rather than to the central finance office.

However, those cases reviewed reflected judgemental settlements which were

apparently based on the perceived probability of successful litigation.

It is felt that a more objective approach to establishing a negotiation

position is needed. A suggested methodology is set forth ia Chapter IV

of this study.
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CHAPTER IV

CONCLUSIONS AND RECOMMENDATIONS

A. CONCLUSIONS..

One of the major objectives of this research was to determine if ad-

vance indicators of contractor default are available to the contracting

officer. It has been concluded that several types of indicators become

available at various phases of the acquisition cycle. These include crit-

icality indicators, predictive indicators and performance indicators.

What is needed is a methodology to orient contracting officers to recog-

nize and utilize such indicators. The recommendations set forth below

are designed to provide such an orientation in the context of the Pre-

scriptive Model for Performance Management presented in Chapter I1.

A second objective was to determine the magnitude of the problems

being encountered within DARCOM with regard to defaulting contractors. In

this area, no definitive conclusions could be reached. This is attributable

to two factors. First, while considerable insight was gained as to de-

fault terminations which were actually pursued, little empirical evidence

was available regarding lost opportunities to terminate for default. No

data base is maintained to reflect the number of terminations which were

not pursuable due to the waiver of Government rights. Similarly, there is

no available information on the number of schedule extensions granted

without adequate consideration. Unless these questions are answered,

the magnitude of nonperformance problems will not be clearly defined.

Second, the number of default terminations varied considerably among

commnands. This has led to the conclusion that the degree of nonperformance
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problems likewise varies among commTands, due to such factors as diverse

technologies and market conditions. By extension, the need for improvement

is not uniform throughout DARCOM.

Despite the above differences in magnitude, certain common shortcomings

have been identified which impede performance management throughout DARCOM.

These shortcomings are primarily concentrated in the Source Selection and

Contract Management Application phases of the acquisition cycle. By im-

proving the ability of DARCOM contracting officers to manage these aspects

of the process, their effectiveness in pursuing legitimate default termi-

nations will be enhanced. The following recommendations are concentrated

on those areas.

B. RECOMMENDATIONS.

In view of the absence of a uniform need for improved default procedures

throughout the commands, a twdofold approach to implementing the following

recommendations is endorsed. These recommendations fall into two groups

with regard to the cost of implementation. Those included under paragraphs

IV.B.l and IV.B.2.c. are aimed at increasing the expertise and awareness of

contracting personnel at all management levels. They are procedural in

nature and should not require a significant commitment of additional re-

sources. It is recormmended that these improvements be adopted as soon as

practicable by all commands. On the other hand, the recommendations set

forth under paragraphs IV.B.2. a and b. are more substantive and would

require substantial commitments of both personnel and data processing re-

sources. It is felt that such a commitment should be reserved to local

management discretion, based on the perceived need for improvement in this

area. Rules of thumb might be adopted as to an acceptable level of
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contractual delinquencies (e.g., ten percent); if a trend exceeding that

level became apparent, full implementation could be effected. Similarly,

if problems are encountered primarily with small business contracts - as the

results of this study would indicate - the recommended system could be

selectively applied to those actions. The need for cost effective applica-

tion has been stressed throughout this study. This approach would provide

substantial improvements in basic procedures, while reserving local dis-

cretion with regard to the full implementation of intensive management

techniques.

1. GENERAL RECOMMENDATIONS.

The opinion was repeatedly voiced during the interview phase of this

research that DARCOM management had little interest in performance manage-

ment or default terminations due to a preoccupation with funds obligations.

Some individuals went so far as 16 question whether management would support

a contracting officer who initiated a termination for default. Whether

or not such opinions are justified, they reflect a widespread perception at

the working level. In view of this perception, the catalyst for improvement

must be provided by top management. Specific recommendations for improvement

are set forth below. However, in the absence of a firm management commit-

ment, few meaningful improvements can be realized.

One area which top management must emphasize is improved communica-

tions among the various functional elements which contribute to the perfor-

mance management process. For example, communication between the contracting

officer and the item manager is particularly important during the first

four phasis of the process. Coordination among contracting officers who do

business with the same firm can provide insight as to current and past

performance. This will be most useful during the Source Selection phase.
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Similarly, a good working relationship with the Administrative Contracting

Officer is essential during performance. Finally, close coordination with

counsel is necessary in the areas of Default Disposition and Reprocurement

Action. The contracting officer must serve as the team leader and ultimate

decisionmaker. However, he must have reliable and timely information upon

which to base a decision. Communication is the key.

A second general area which should be emphasized is additional

training for contracting personnel. A review of default termination training

offered by the Army Logistics Management Center (ALMC), indicates that three

hours of instruction are included in both the Management of Defense Acqui-

sition Contracts Course and the Management of Defense Acquisition Contracts

Course (Advanced). This level of formal instruction is considered adequate

with regard to Default Disposition and Reprocurement Action. However, it

provides little coverage of the actions which should be taken during the

earlier phases of performance management, and formal training is received

only once or twice in an individual's career. As previously noted, de-

fault terminations are relatively isolated events, and there is a tendency

to become unfamiliar with proper procedures. It is, therefore, recommended

that Chapter II of this report be widely distributed to provide a ready

reference as to basic doctrines and procedures. In addition, the model

can be used as a vehicle for conducting periodic seminars. One day sessions

are envisioned in which experiences could be shared and the model could

be supplemented to include indicators which are unique to a given command.

Such seminars would also provide the benefit of increasing sensitivity

among affected personnel and providing the proper orientation for per-

formance management. The office of counsel should participate in these
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sessions in order to adis contracting personnel of new developments and

doctrinal changes in the subject area. Legal participation will also

foster improved communication between the functions as specific problems

arise. It is also suggested that such periodicals as "Government Contracts

Service," published by Procurement Associates, Inc., and "Government

Contracts Reporter," published by Commerce Clearing House, be widely dis-

tributed for review by contracting personnel. These publications frequently

synopsize important cases concerning terminations for default and can be of

great value in keeping abreast of current developments in the subject area.

As a final improvement to the overall system, the frequency of

contracting officer rotation should be minimized. In order for the methods

prescribed by this study to be effective, continuity should be maintained

throughout the cycle. It is recognized that personnel rotations cannot be

eliminated, but proper management planning can minimize the problem.

2. SPECIFIC RECOMMENDATIONS.

Relatively minor recommendations for process improvement are implied

throughout the Prescriptive Model for Performance Management. Application

of the systematic approach advocated by the model will effect these improve-

ments as a matter of course, and there is no need to reiterate each recommen-

dation here. The recommendations set forth below are more substantive and

may not be discernable on the face of the model. For ease of reference,

they are presented in the context of the specific decision point to which

they apply.

a. Source Selection.

(1) Establish standardized, quantified criteria for the

identification of apparent "buy-in" offers. A percentile deviation below
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the Government estimate is suggested. Alternately, a deviation below the

mean of the bids received could be utilized. In view of the diversity of

commodities throughout DARCOM, it is recommended that specific criteria be

developed by the individual commands. For example, a goven command may deal

with a wide base of experienced producers which all employ a common tech-

nology. In this case, a rather minor percentile deviation might well

trigger suspicion of a "buy-in" bid. However, another command may deal

with a more volatile production base which would anticipate a broaderK
distribution of bid prices. Consequently, a rather large deviation factor

might be appropriate. Local discretion in this regard is, therefore,

considered advisable.

(2) Establish an internal financial analysis capability. Such

a capability is needed to analyze the financial conditions of firms submitting

offers of less than $25,000.~ It could also be effective in independently

reviewing the financial data reflected in pre-award surveys. This may be

viewed as duplicating DCAS efforts. However, in view of the number of de-

faults resulting from financial insolvency, an independent review of

financial indicators is considered necessary. It is suggested that the

pricing elements of the various commands be assigned this responsibility.

(3) In a closely related area, it is recommended that alterna-

tive methods of financial analysis be explored. During the interview phase

of this research, the DCAS financial analysts suggested that procedures

37
As noted in Chapter 2, DAR 1-905.4 provides that a pre-award survey

should not normally be requested on actions of less than $25,000 in value.
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employed by lending institutions in judging credit applications should be

considered. While time did not permit a thorough investigation of all

aspects of these procedures, one technique which is utilized is a form of

multiple discriminate analysis (MDA). In essence, MDA is a statistical

technique which attempts to distinguish between two (or more) mutually

exclusive groups by means of the combinative effect of characteristics

exhibited by those groups. In this case, the two groups would be projected

bankruptcies and projected nonbankruptcies. In order to distinguish between

these groups, it is necessary to identify a collection of "discriminating

variables" which measure characteristics on which the groups differ. In

this case, the discriminating variables would be the financial character-

istics of the firms making up the two groups. The objective of MDA is to

select, weight, and linearly combine the most significant variables so that

the groups are as statistically distinct as possible. Data from historical

cases is analyzed to determine that combination of characteristics (i.e.,

variables) which best discriminates between the groups. Once a set of

variables if found which provides satisfactory discrimination for historical

cases, a set of functions can be derived which will permit predictive

classification of new cases into one group or another.38 The Air Force

Systems Command (AFSC) has developed a unified methodology for evaluating

major Air Force contractors entitled Financial Capability Analysis (FINCAP).

An integral part of the FINCAP methodology is the FINANDAS computer system

38
Norman H. Nie, et al., Statistical Package for the Social Sciences,

2nd ed. (New York: McGraw-Hill Book Co., 1975), pp 434-436.
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which applies a form of discriminant analysis to responsibility evaluation

based on the linear combination of five key financial ratios. The FINCAP

methodology also contains various other analytical techniques which offer

promise, such as the ability to project hypothetical financial statements

for a firm based on certain probable and worst-case assumptions. However,

full treatment of all aspects of FINCAP is not possible here. While the

methodology has not been extensively tested, early results indicate that

the Air Force has found it useful and effective. It has the advantage of

being geared to personnel with little training in financial analysis and

can be accessed through the Copper Impact terminal. As the pricing ele-

ments are primarily responsible for Copper Impact, they should similarly

assume the lead in FINCAP analysis. Alternately, discussions could be held

with DCAS to explore its utilization during the pre-award survey.

b. Contract Management Application.

Establish an internal suspense system keyed to criticality,

predictive and passive performance indicators. In the interest of mini-

mizing the impact on limited personnel resources, utilization of ADPE

capabilities is recommended for this purpose. Significant information

would have to be abstracted from appropriate pre-award and contractual

documents. Certain basic information such as contract number, contractor

identification and placement date would be included. In addition, the

criticality indicators (Criticality Designator and dollar value) would be

displayed. Standard codes would be provided for predictive indicators,

as well as open data fields for necessary amplification. Finally, approp-

riate performance milestones (passive performance indicators) would be

listed for monitoring purposes. A standard form could be developed to
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abstract data and provide computer input. The computer output would be a

tabular listing by contract number for each contracting officer. This

could be updated on a periodic basis (e.g., monthly) to insure currency

and to incorporate necessary changes. Interim updates could be posted

manually. DCAS currently uses similar techniques to generate its Contract

Administration and Production Administration Delinquency Reports. It is,

therefore, suggested that DCAS be contacted to draw upon its experience in

this area. The computer output would be invaluable to the contracting

officer in effectively monitoring performance. Having periodic reminders

of upcoming performance milestones will facilitate timely status checks.

Adverse developments (i.e., milestone slippage) will be identified, and

preparatory actions can be initiated for the eventuality of a Default

Disposition decision. This recommuendation is central to the improvement of

performance management within DARCOM. Its importance cannot be overempha-

sized.

c. Reprocurement Action.

Develop a more sophisticated methodology for establishing a

negotiation objective when settlement of reprocurement costs prior to

litigation is to be pursued. As previously noted, steelements are currently

negotiated on a judgmental basis, based primarily on the attorney's per-

ception of the probability of success in litigation. While counsel's

opinion is an important consideration, other factors should play an equally

important role in developing a negotiation objective. For instance, a

present value analysis could be performed to calculate the benefit of an

expedited settlement. An average cost of litigation could also be quanti-

fied. These two amounts would then be deducted from the excess reprocurement,
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costs otherwise due. This methodology would provide the initial negotiation

objective. This objective could then be judgementally modified to accommio-

date such considerations as the probability of success in litigation. By

applying such rational methods to the establishment of settlement parameters

the negotiation process would become much more scientific.

C. FUTURE STUDY OPPORTUNITIES.

It has been asserted in other sections of this study that default termi-

nations primarily result from poorly performing contractors, rather than

poorly constructed contracts. In view of this observation, the importance

of the contracting officer's responsibility determination cannot be over-

emphasized. The following areas for additional research have been identified.

Each offers an opportunity to decrease the liklihood of encountering per-

formance problems within DARCOM.

1. The results of this study have reaffirmed the long recognized

need for an effective system of past performance measurement. It is,

therefore, recommended that a methodology be developed to analyze past

performance and to incorporate the results into the contracting officer's

responsibility determination. It is noted that APRO 705, Evaluation of

Purchase Cost Factors, concluded that a history of reliance on Government

technical assistance could be used as an element in determining the

responsibility of a prospective contractor. In addition, a proposed sys-

tem of past performance evaluation based on selected administrative, cost,

schedule and performance parameters was set forth in an article in the

Defense Systems Management Review.39 While further study would be required,

39
Colonel Michael A. Nassr, "Past Performance: An Essential Element in

Source Selection," Defense Systems Management Review, Autumn 1978, pp. 7-14
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both of these approaches offer promise. Recent advances in ADPE storage,

retrieval and analytical capabilities could be applied to implement such a

system once key parameters for performance measurement are identified. If

successful, such a system would represent a significant advance in Govern-

ment contracting. It is felt that the time is right to renew DARCOM's

efforts in this regard.

2. Perhaps the most significant finding of this research was that

default terminations within DARCOM almost exclusively involve small busi-

ness contractors. The most pervasive cause of small business default was

financial insolvency. Faced with this recurrent pattern, there are essen-

tially two options available to DARCOM. First, it can avoid doing business

with marginally solvent firms. This is considered to be the only feasible

reaction in the short run, and its precepts are embodies in the Source

Selection recommnendations set forth above. However, in the long run it may

be beneficial to consider a more innovative approach. This strategy

envisions a revised policy in providing financial assistance to small busi-

ness firms. The theory is that if all the benefits attendant to small

business contracting (e.g., technical innovation) are to be realized,

alternative methods of channeling needed capital to such fi rms must be

found. SBA has traditionally concentrated on providing access to debt

capital sources, primarily by means of its guaranteed loan program. How-

ever, it appears that the Federal Reserve Board's recent credit-tightening

policies have had an acute impact on the ability of small businesses to

obtain debt capital. Banks are more reluctant to loan money to small

businesses, and frequently have tightened requirements for down payments,

equity and collateral. It is in this area (i.e., in helping small businesses
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obtain financing) that the SBA guaranteed loan program is effective. How-

ever, small businesses are now faced with paying as much as 18% interest

on debt capital. They are consequently concerned with their ability to

survive and prosper if they have to pay this much for capital. The -

reluctance of small businesses to incur such debts is evidenced by the

fact that requests for SBA guaranteed loans are running from 25 to 50% below

a year ago in many cities.40 Obtaining venture equity capital is also

cited as a continuing problem in times of economic uncertainty.41 In

short, there is every indication that the financial solvency of small

business concerns will be even more problematic in the near future. SBA

has the mission of assisting firms in this regard, and meaningful improve-

ments would require that agency's support and cooperation. OCAS could also

provide meaningful insights in this area. It is, therefore, recommiended

that a joint working group be convened to study this problem. If successful,

this approach would serve the commion interests of DARCOM, SBA and small

business contractors by shifting from a policy of risk avoidance to one of

risk reduction.

3. As previously noted,,it is felt that this study adequately

addresses DARCOM's experience with contracts which have been terminated for

default. However, there is another population of contracts which encounter

performance problems, but are not terminated. By regulation, a default

termination is appropriate only in certain situations. In practice, it is

40
The Wall Street Journal, 22 January 1980.

41
Deane Carson, ed., The Vital Majority: Small Business in the American

Economy (Washington: US Government Printing Office, 1973), p._40_.
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used in yet more limited circumstances (i.e., almost exclusively in the

case of small business nonperformances). The question which has not been

answered is whether the alternatives to termination for default are ade-

quately protecting the Government's interests. It is, therefore, suggested

that a broader study of nonperformance alternatives be initiated. This

would entail studying a population of contracts which encountered perfor-

mance problems and were either (1) allowed to continue without corrective

action or (2) allowed to continue under relaxed terms in return for some

form of consideration to the Government. The alternative actions (or

inactions) taken to deal with such performance problems would be analyzed.

Innovative and effective alternatives to default termination would be

identified and publicized for wider application. The study would have the

corollary benefits of completely defining the magnitude of nonperformance

problems being encountered within DARCOM, and indicating the need for fully

implementing the specific recormmendations set forth above.
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APPENDIX A

Default Indicator Checklist

Contract Strategy Formulation

1. Criticality Indicators

A. Criticality Designator

-C

B. Dollar Value

*High

*Low

2. Initial Predictive Indicators

A. Purchase History

*First Price Competition

*Previous Terminations for Default

*Previous Terminations in lieu of Default

*Previous Delinquency

*Previous Schedule Extensions

B. Technical Data Package

" Previous Requests for Waivers or Deviations

" Patent Inadequacies

C. Market Conditions

*Previous "Buy-Ins"

*Current Instability

*Current Noncomnpetitive Status

*Current Depression
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D. Other Predictive Indicators

Source Selection

3. Additional Predictve Indicators

A. Apparent "Buy-In"

B. Questionable Responsibility

. Certificate of Competency Required

. Financial Resources Marginal

. Capacity Marginal

Current/Past Performance Unsatisfactory

* Perseverence/Integrity/Tenacity Questionable

Other Factors Marginal

C. Other Predictive Indicators

Performance Management Application

4. Passive Performance Indicators

A. Interim Milestone Slippage

B. Terminal Milestone Slippage

5. Active Performance Indicators

A. Physical Progress

Adverse Contractor Progress Reports

* Adverse DCAS Progress Reports

* Adverse COTR Reports
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Request for Delivery Extension

B. Technical Progress

Requests for Waivers/Deviations

* Adverse DCAS Reports

* Adverse COTR Reports

C. Financial Status

Request for Upward Price Adjustment

. Request for Revised Payment Provisions

. ACO Report of Adverse Developments

. Bank Assignment

. Loss Ratio Application to Progress Payment Requests

. Revised Financial Statements

0. Other Performance Indicators
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The *Default' clause provides the Government with the right to terminate a contract
upon the occurrence of a performance failure. However, this right may be sacrificed
if contracting officers do not have ad7,quate visibility of contractor performance.
The objectives of this study were to (1) identify advance indicators of unpending
defaults, and (2) develop an improvedc- methodology for default detection based on the

* systematic use of such indicators.- (u) METHODOLOGY.,)The approach employed to achieve
these objectives was to (1) review applicable legal and regulatory material; (2)
analyze a broad sample of recent termination actions; and (3) interview individuals
in both the contracting and legal fields..-S~IGMARY AND CONCLUSIONS.) Advance indicators
of contractor default are manifest in many forms. Such indicators can be categorized
and incorporated into a system level model of the performance management process. Use
of this model will enhance the contracting officer's ability to pursue and sustain a
default termination in a more effective and timely manner.
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